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Unemployment and the Economists in the 1920’s* 


By Keith HANCOCK 


If it were not for the hope that a scientific study of men’s social 
actions may lead, not necessarily directly or immediately, but at some 
time and in some way, to practical results in social improvement, not 
a few students of these actions would regard the time devoted to their 
study as time misspent. This is true of all social sciences but especially 
true of economics. 

A. C. Picou.? 


I 


This article is an appreciation of the contribution of Pigou and his 
contemporaries to the analysis and treatment of the most appalling 
social disease of the twenties. At no time between the beginning of 
1921 and the onset of the world depression in 1929 did the unemploy- 
ment percentage among insured persons fall below 8; in one month 
it actually exceeded 23, but for most of the period it fluctuated between 
9 and 13. Unemployment so severe and so prolonged had not occurred 
for over a century. Even though they could not foresee the duration 
of the depression, the economists might reasonably have been expected 
to devote most of their endeavours (increasingly so as the effluxion 
of time brought no solution) to an examination of the situation and, if 
possible, to the recommendation of useful remedies. 

This opinion about the gravity of the problem was not universally 
accepted, especially in the period when unemployment was thought 
to be associated with the monetary deflation initiated by the Cunliffe 
Report of 1919 and with the official determination to restore the gold 
standard. In 1922, for example, Edwin Cannan deplored the alarm 
with which some economists and politicians viewed the unemployment 
figures. ‘‘ Though we have many unemployed ”’, he declared, “ we 
have the satisfaction of knowing that the employed in this and other 
deflated countries are better off than the employed where the inflation 
boom is still in full swing, and that what they produce is sufficient 
not only for that but at the same time to provide for the unemployed 
and incapable, better, at any rate than they have ever been provided 
for at any earlier period.”* Cannan’s attitude to economic justice in 
these circumstances was summarised by his belief that “‘ all the people, 


1] am greatly indebted, for valuable criticism of drafts of this paper, to Professor 
E. H. Phelps Brown and to members of the Department of Economics in the 
University of Adelaide. 

2 The Economics of Welfare, 3rd ed., 1929, p. 4. 

3** Professor Cassel on Money and Foreign Exchange ”’, Economic Journal, vol, 
XXXII (1922), p. 512. 
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workers and others, who lose by rising prices, have had such a thunder- 
ing bad time and others such a good time that it is only fair that things 
should be reversed a bit’’!; apparently the price which had to be 
paid for this reversal of the distributive process was of little moment. 
Fortunately for the reputation of the science, Cannan was isolated. 
in so underestimating the damage to the workers, but there were 
others who, though regretting that damage, did not feel that it could 
be allowed to outweigh other desirable objectives. T. E. Gregory 
felt that it was “useless to allow working-class sentiment to 
govern monetary policy” and that “‘ the question of deflation is not 
to be disposed of by showing that it will lead to unemployment. For 
it may be worth while to pay this price, not merely to ‘ do justice to 
the rentier ’ but, e.g., to get back to a sound currency ”’.2 

The soundness of the currency and distributive “‘ justice” were, in 
fact, the two objectives of economic policy regarded by many as 
justifying a measure of unemployment. A sound currency was a 
currency restored to and preserved at its pre-war parity in terms of 
gold, and it presented itself as a meaningful alternative to full employ- 
ment because it was felt to be intimately associated with the confidence 
necessary for the prosperity of London as an international financial 
centre. Since no comparison was actually made between the cost to 
Britain’s invisible earnings of an “unsound” currency and the real 
loss arising from such unemployment as was attributable to the policy 
of deflation, the choice was not well informed. However, although 
they could not agree about what sacrifice it was worth, most economists 
thought that the financial business ought, other things being equal, 
to be preserved. 

Not even the intrinsic merits of the distributive objective received 
universal assent. Those who felt that the person with fixed claims 
had rights to be weighed against the interests of those who benefited 
from stable or rising prices invariably gazed upon the pre-war price 
level; they held, with Hartley Withers, that the restoration of money 
to its pre-war value was a matter, not simply of expedience, but of 
“common honesty ’’.* This desire to sacrifice the interests of the 
wage-earner to those of the rentier was assailed by Keynes in A Tract 
on Monetary Reform. Even if the object of justice to the rentier were 
laudable, it was entirely unattainable by manipulation of the price 
level. Every shilling restored to the pound invested in 1913 added an 
unearned increment to the pound invested during or immediately 
after the war. “ Indeed, justice, rightly weighted, comes down on the 
other side. Much the greater proportion of the money contracts still 
outstanding were entered into when money was worth more nearly 
what it is worth now than what it was worth in 1913. Thus, in order 


1 Letter of November 1920, printed in Cannan’s An Economist’s Protest, 1927, 
S253. 


2** Recent Theories of Currency Reform ’”’, Economica, vol. IV (1924), p. 166 ; 
and The First Year of the Gold Standard, 1926, p. 45. 
3 Bankers and Credit, 1924, p. 271. 
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to do justice to a minority of creditors, a great injustice would be 
done to a great majority of debtors ”’.1 

It is difficult to see how, in the face of this, the contrary argument 
persisted. Probably the reason was a feeling that the addition to the 
real burden of debt was just retribution against a State whose allegedly 
profligate behaviour had been responsible for the decline in the real 
value of the currency.2 The existence of these competing objectives 
and the readiness of some economists to accept a certain amount of 
unemployment as a price of their attainment detracted from the sense 
of urgency with which a remedy for unemployment was ‘sought. It 
should be said, however, that much of the lack of concern for the 
unemployed was the result of a conviction that unemployment would 
soon disappear, and in fact interest in the problem progressively 
increased as unemployment persisted. Over the whole period the 
principal reason for the economists’ inability to offer a constructive 
diagnosis was probably their failure to base their enquiries upon 
observed facts about the prevailing unemployment. The discussion 
was conducted mainly on an a priori basis, and until the publication, 
in 1931, of the revised edition of Beveridge’s Unemployment: A Problem 
of Industry, there was nothing resembling a comprehensive empirical 
survey. 

Il 


Most of the contemporary analyses were attempts to apply ex- 
planations derived from studies of the trade cycle to an unemployment 
problem which—after 1923, at any rate—was fundamentally non- 
cyclical. A highly idealised model, the postulated trade cycle resembled 
the pre-war cycle rather than any discernible phenomenon of the 
post-war world. As the years moved on, and the expected recovery 
did not occur, this became openly admitted by most concerned.* To 
G. D. H. Cole it seemed disgracefully unreal. Having Pigou in mind, 
I think, he condemned discussion of unemployment in terms of the 
trade cycle as ““ mumbo-jumbo ” 


This particular form of devil-worship is very much in fashion just 
now because it relieves the faithful of the necessity for action. It 
engenders an unfounded faith that something will turn up even if we 
do nothing to bring about the revival of industry, and it leads the 
economist who has written a whole ‘‘Golden-Bough”’-ful of erudite 
observations about the habits of the tribal deity of the modern business 
world to feel that, if he has not helped to solve the problem of unem- 
ployment, he has nevertheless laid a worthy offering on its shrine.* 

A 3a Tract on Monetary Reform, 1923, p. 148. 

It seems to me that it would make this world a very much better place 
to live in if not a single State in it could borrow one penny: if they want wars and 
useless canals and other luxuries, let them raise the cost by taxation.”” Edwin Cannan, 
op. cit., pp. 252-3 (letter written 31 /10/1920). 

3 See, for example, R. G. Hawtrey in ‘‘ The Trade Cycle”’, De Economist (1926), 
reprinted i in Trade and Credit, 1928, p. 102. Pigou stated that his Industrial Fluctua- 
tions, 1929, was written about the pre-war cycle. See also Henry Clay, The Post-War 


Unemployment Problem, 1930, pp. 23-4. 
4 The Next Ten Years in British Social and Economic Policy, 1929, p. 45. 
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This was unfair criticism, because no economist at the time when 
Cole wrote this passage relied upon anything “turning up”; but 
trade cycle study engendered an unreal disposition to detect the causes 
of the prevailing unemployment in an exaggerated operation of the 
characteristics of the downward phase of the trade cycle. Economists 
adhering to ‘“‘ monetary ”’ theories of the trade cycle were more liable 
to this criticism than exponents of “ real’ theories. The monetary 
approach postulated a fairly definite pattern of behaviour and inter- 
action on the part of borrowers and lenders, whereas real theories 
were fundamentally theories of maladjustment, and there was no 
very strong line about the form of maladjustment. The greater 
flexibility thereby made possible was demonstrated by Pigou’s ability 
to comprehend within his discussion a wider range of influences than 
could Hawtrey, or even Keynes. 

The role and the significance of monetary policy were the principal 
subjects of debate. The leading monetary reformers—Keynes, Hawtrey 
and J. R. Bellerby—advocated monetary management by the central 
bank to preserve stability of credit, prices and employment. The 
debate went to the fundamentals of the subject and very little common 
ground was shared by all the disputants. Time and energy were 
devoted to issues that ought not to have required more than a moment’s 
notice. The blame for this must rest very largely upon Edwin Cannan, 
Professor at the London School of Economics until 1926 and still 
making regular pronouncements thereafter. It is impossible not to 
be appalled by the naivety and conservatism of some of his utterances, 
emphasized, as they were, by frequent repetition. Convinced that 
banks could not affect the trade cycle because they could not create 
credit, he sought to prove it by analogy with a cloak-room, which 
obviously could not lend out more satchels than had been deposited 
with it.? 

Attention was diverted by this unhelpful argument from the more 
challenging question which interested his colleague, T. E. Gregory, 
namely, whether the banks had an active or a passive role in the 
fluctuations of credit. To Cannan the barbarity of his time, the 
German inflation and the universal corruptibility of politicians were 
conclusive arguments against currency management in the interests 
of stability.2 This provoked the bitter retort from Keynes that “ it is 
no good for Professor Cannan to talk about a barbarous age if his 
object in speaking thus is to keep it barbarous ”’,* and that “* Professor 
Cannan is unsympathetic with nearly everything worth reading. . . 
which has been written on monetary theory in the last ten years... . 
It is natural that middle-aged bankers should feel shy. But it is not 

1 This argument is repeated at various points in An Economist’s Protest; see 
especially * The Difference Between a Bank and a Cloak-Room”’, pp. 256-66. 

2See, for example, his “‘ Limitation of Currency or Limitation of Credit ” 
Economic Journal, vol. XXXIV (1924), pp. 52-64. 


3* A Discussion on Monetary Reform’, Economic Journal, vol. XXXIV (1924), 
p. 170. 
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natural that Professor Cannan should write as though none of all 
this existed, as though his own subject were incapable of development 
and progress, and as though the last word had been said years ago in 
elementary text-books”’.!_ Cannan was one of those laymen’s econo- 
mists who believed that everything worth knowing about his subject 
could be understood by sheer common sense; in appealing to that 
elusive criterion before the world he could only discredit those who were 
trying to grapple with difficult problems by more trustworthy methods. 

At a more sophisticated level, the predominant emphasis in the 
early ’twenties, derived from the monetary theory of the trade cycle, 
was on the sagging price level. It was held by both Hawtrey and 
Keynes that falling prices reduced demand, as holders of stocks withheld 
orders for replacements in anticipation of being able to procure them 
more cheaply, and as entrepreneurs were placed at a disadvantage 
owing to the interval between paying for labour, materials, etc., and 
receiving payment for final output.2. Although the avowed objective 
of both authors was price stabilization, the argument outlined invited 
the inference that they would have a bias in favour of mild inflation.® 
In the atmosphere created by the German inflation, such an inference 
was heavily loaded emotively; Hawtrey’s determination to repudiate 
it was more apparent than Keynes’s.* In advocating an active central 
bank policy to curb price fluctuations, Keynes and Hawtrey were 
joined in 1923 by J. R. Bellerby, who shortly afterwards returned 
from Geneva having developed rather advanced ideas in his work at 
the International Labour Office. Bellerby estimated at about 3 per 
cent. the level of unemployment at which rising output was supplanted 
by rising prices, and he envisaged the use of monetary policy to halt 
a boom at that point. This, he felt, would eliminate the stock and 
credit crises associated with the last phase of a boom.® 

The monetary reformers disagreed about the effect of the return 
to gold on the central bank’s ability to pursue an appropriate policy. 
Keynes and Bellerby opposed the gold standard because, among 
other things, it deprived monetary policy of flexibility; Hawtrey, on 
the other hand, supported it for some years as setting useful limits 
within which the Bank of England could exercise sufficient discretion, 
while preserving both the exchange value of the pound and London’s 
prestige as a financial centre.* In Keynes’s opinion gold was neither 
sufficiently stable in its own value nor a sufficiently prompt and definite 


( ae - Comment on Professor Cannan’s Article ”, Economic Journal, vol. XXXIV 
1924), p. 68. 
2 See, for example, R. G. Hawtrey, “‘ Currency and Public Administration ”’, 
Journal of Public Administration, (1925), reprinted in Trade and Credit, p. 16; and 
J. M. Keynes, A Tract on Monetary Reform, pp. 36-7. 

3 Aninference drawn by T. E. Gregory in “‘ Recent Theories of Currency Reform”’, 
loc. cit., pp. 36-7. 

*See Hawtrey’s essay on “‘ Inflationism’’, vol. 3 in op. cit., especially p. 79. 

5 J. R. Bellerby, “‘ The Controlling Factor in Trade Cycles ”, Economic Journal, 
vol. XXXIII (1923), pp. 310, 323-6. 

6 Ror Bellerby’s opinion of the gold standard, see ‘‘ The Monetary Policy of 
the Future ”, Economic Journal, vol. XXXIV (1924), pp. 186-7. 
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regulator of domestic circulation to be a reliable guarantee of price 
stability. Hawtrey had more faith than Keynes in the possibility of 
securing international co-operation to protect the real value of gold 
along the lines indicated by the Genoa Conference in 1922, and felt 
that in any case gold was an “ approximation to stability ’.1 By the 
end of the decade, however, Hawtrey had joined the apostates and was 
enthusiastically welcomed by Keynes and Bellerby.2 At that time 
both Hawtrey and Keynes were revising their views about the effect 
of monetary policy on employment. Whereas in earlier discussions 
unemployment had been attributed to the falling price level, they 
had now arrived at the conclusion that a contraction of credit designed 
to secure a reduction of prices depended for its success upon the 
creation of unemployment. The fall in prices was a consequence as 
much as a cause of unemployment—a conclusion which made it 
even more necessary for the central bank to refrain from trying to 
reduce the price level.* 

Hawtrey, unlike Keynes, was unwilling to discuss unemployment 
in any but a monetary context. The significance which he attached 
to monetary policy was derived from his well known opinion that the 
trade cycle was “entirely a monetary phenomenon”. Hawtrey 
accepted the validity of Say’s Law and he agreed that the existence of 
unemployment revealed an inconsistency between the prevailing real 
wage demands of the workers and potential productivity at full 
employment. He believed, however, that wage-earners would naturally 
modify their demands for real wages until the marginal disutility of 
effort balanced the marginal utility of real wages; unemployment 
could only be the product of a monetary straight-jacket : 

Nature abhors unemployment as she abhors a vacuum. Every 
producer is a purchaser; supply is itself demand; nothing but a shortage 
of the means of payment can prevent the unemployed from entering 
into economic activity as fast as organisation can sort them out. That 
shortage of the means of payment Central Banks cause by contracting 
credit, and they cause it in order to raise or sustain the value of the 
monetary unit ”’.4 

The importance of central bank policy was not attributed by Hawtrey 
to any exact relationship between the quantity of money and the price 
level, although his failure to set out in sufficient detail his views in this 
respect caused Pigou to misunderstand his argument.® Replying to 
Pigou, Hawtrey summarised his position in four propositions : 

(1) non-monetary causes do not affect the totality of productive 
effort except through their monetary consequences ; 


1 Essay on “ Inflationism ”’, op. cit., p. 80. 

2 See Havwtrey's ** Money and Index Numbers ” , with comments by Keynes and 
Bellerby, in Journal of the Royal Statistical Society, vol. XCIII (1930), pp. 64-103. 

3 For Hawtrey, ibid.; for Keynes, A Treatise on Money, 1930, vol. I, pp. 185-209. 

wed G. Hawtrey, ‘‘ The Return to Gold”, in Monetary Reconstruction, 1926 ed., 
p. 161. 

5 A. C. Pigou, “* The Monetary Theory of the Trade Cycle’, Economic Journal, 
vol, XXXIX (1929), p. 188. 
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(2) those monetary consequences are systematically counteracted 
by the banks; 


(3) a credit policy based upon the stabilization of the price level 
(““ suitably interpreted”), instead of on gold reserves, would 
eliminate the trade cycle entirely; and 


(4) the non-monetary factors have no tendency to periodi- 
city.? 

At any point of time each level of income required a certain quantity 
of cash balances, and if cash balances were below the required level 
income and employment must fall. The proportion of balances to 
income might not be constant at different points of time; but whether 
it was the same or different was determined by the monetary system 
and could not be influenced by factors exogenous to it. A liberal credit 
policy might create an expectation of rising prices which would, in 
turn, promote a higher velocity of circulation; but the velocity of 
circulation could not be altered by action outside the monetary system. 

Hawtrey’s assumption that the behaviour of the monetary system 
was quite independent of the “real” decisions of the economy and 
set rigid limits to the implementation of those decisions produced the 
important conclusion that expenditure on public works could never 
of itself promote employment. Employment might be increased if 
the works were financed by a credit expansion, but then it was the 
credit expansion, and not the public works, which was responsible; 
in fact, ““a credit expansion unaccompanied by any expenditure on 
public works would be equally effective in giving employment. The 
public works are merely a piece of ritual convenient to people who 
want to be able to say that they are doing something, but otherwise 
irrelevant ’.2 The practical significance of this analysis was that it 
was accepted by the Treasury and firmly impressed upon Ministers.* 
At the general election of 1929 Lloyd George proposed an expansion 
of public works to reduce unemployment, and on Churchill’s instruction 
the Treasury produced a reply which was largely a repetition of 
Hawtrey’s views, stating, in effect, that the Government could not, 
by its own expenditure, alter the velocity of circulation.4 Strangely, 
in their reply Keynes and Hubert Henderson did not dispute the 
Treasury dogma, but took their stand on the ground that greater 
expenditure would make credit expansion “ safe ”’ in that the additional 
credit, being used and hence unavailable for foreign lending, would 
not involve a drain on the reserves.® 

1R. G. Hawtrey, ‘‘ The Monetary Theory of the Trade Cycle ”, Economic Journal, 
vol. XXXIX (1929), p. 639. 

2“ Public Expenditure and the Demand for Labour ’’, Economica, vol. 5 (1925), 
reprinted in Trade and Credit, p. 112. 

3 See, for example, the speech of Sir Arthur Steel-Maitland, Parliamentary 
Debates, 1926, vol. 191, col. 473. 

4 Memoranda on Certain Proposals Relating to Unemployment, B.P.P. 1928-29, 


vol. XVI (Cmd. 3331). 
5 Can Lloyd George Do It ?, 1929, p. 37. 
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Ill 


One of the “ real’ maladjustments most frequently discussed was 
the alleged inconsistency between prevailing levels of real wages and 
potential productivity at full employment. All of the orthodox 
economists would have accepted the existence of that inconsistency, 
the only forceful dissent coming from J. A. Hobson. No such agree- 
ment existed, however, with respect to its significance. In fact, the 
doctrine that real wages were “ too high ” had three facets: 


1. A description of one characteristic of unemployment. When 
unemployment exists, real wages are higher than they would be if 
there were no unemployment. No particular causal connection is 
postulated. 


2. An explanation of unemployment. This facet implies definite 
answers to certain questions. To what extent were real wages an 
independent variable? To what extent were they an active and to 
what extent a passive influence? Real wages may have become too 
high because of an adverse development in the conditions of trade, 
rather than because of any alteration of wages themselves. 


3. The prescription of a remedy for unemployment. Even if excessive 
real wages are not the immediate cause of unemployment, a reduction 
of real wages may yet help to eliminate it. This possibility raises the 
questions whether real wages are susceptible of variation by money 
wage changes and whether the demand and supply curves for the 
product are really independent. Edwin Cannan, for example, contended 
that wage reductions in the export trades would be futile because 
foreign competitors, determined to preserve their share of the market, 
would ensure that their prices fell as rapidly as the British.1 


It was possible, therefore, for economists to assent to the formal 
proposition that real wages were too high, but to draw different infer- 
ences from it. Beveridge was satisfied that an excessively high real 
wage level was an important cause of the existing unemployment, and 
he illustrated his point with a quasi-Robinson Crusoe argument, 
which he attributed to Professor Robbins. If a family cultivates land 
divided into three fields, equal in extent and yielding 24, 20 and 16 
bushels, respectively, and then decides that it will not work for a 
yield of less than 20, it will lose one-third of its former employment.? 
On the other hand, to the monetary theorist, like Keynes, discussion 
of real wages as a cause of unemployment was fundamentally unhelpful, 
for the prevailing level of real wages was only the by-product of mis- 
guided monetary policy imposed upon an inflexible price system. 
What interested the employer was the relationship between his total 
money costs and his anticipated money receipts.To the mine-owner 
the real wages of his men were a matter of secondary importance; his 


1“ The Problem of Unemployment”, Economic Journal, vol. XL (1930), p. 50. 
2 Unemployment: a Problem of Industry, 1930, pp. 371-2. 
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concern was to reduce money wages under pressure of exchange appre- 
ciation, and he was likely to be pleased rather than displeased if the 
miners’ real wages rose as a consequence of a decline in retail prices 
other than the price of coal. Real wages were too high because, at 
any point of time, real and money wages were the same thing; to 
concentrate on the former was to mistake the shadow for the substance. 
To Keynes the real value of wages had this significance, that where 
there was a choice of policies, one or more of which portended a 
reduction of real wages, an examination of the history and prevailing 
state of real wages was relevant to the choice. The true injustice of 
the coal-miners’ plight was that they were required to endure reductions 
of real wages that few other sectors had to suffer. If the Government’s 
monetary policy had not exerted a differential pressure on the exporting 
industries, it would have been much more acceptable.! 

The three facets of the problem outlined above were illustrated in a 
notable discussion, carried on in the pages of the Economic Journal, 
between Pigou and Henry Clay. They agreed that real wages were 
“too high” and, less confidently, regarded a reduction of real wages 
as a potential remedy. At one stage, however, they differed over the 
question whether real wages were an active cause of unemployment, 
or whether they had simply become “ too high ” through the operation 
of other factors. Pigou relied basically on findings by Stamp and 
Bowley that in 1924 real home-produced income per head was no 
higher than in 1911, while real wages had been maintained in spite of 
a reduction of nearly 10 per cent in the working week.? Clay was 
more impressed by the fact that wage rates were highest in the industries 
with least unemployment; it was likely, he thought, that unemploy- 
ment arose from a maldistribution of the work force.* Pigou had 
anticipated this by contending that, in that case, unemployment in 
some industries should be balanced by labour scarcities elsewhere, of 
which there was no sign. Clay, like the Industrial Transference Board, 
argued that the capacity of industry to employ was not independent 
of the distribution of the work force, because distribution had an 
important effect on efficiency: a better distribution would enable 
industry to pay the same real wage rates to more workers.* With 
respect to costs, a more independent and indisputably causal factor 
was the burden of non-wage costs: firstly, the cost of capital raised 
at fixed interest rates in the post-war boom,® and, secondly, the burden 
of central and local taxation. Clay had a particular distaste for 


1J. M. Keynes, The Economic Consequences of Mr. Churchill, 1925, p. 23. 

2A. C. Pigou, ‘‘ Wage Policy and Unemployment”, ”. Economic Journal, vol. 
XXXVII (1927), ‘especially p. 356. Pigou’s argument, though apparently involving 
dubious reasoning, is accurately reported. Bowley subsequently revised the 
statistical estimates. 

3** Unemployment and Wage Rates Hs Economic Journal, vol. XXXVIII (1928), 
especially pp. 13-14. 4 Tbid., p. 

5 He was probably influenced here iy the work of H. W. Macrosty, e.g., “‘ In- 
flation and Deflation in the United States and the United Kingdom, 1919-1923 ”’, 
Journal of the Royal Statistical Society, vol, XC (1927), especially pp. 70-2. 
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unemployment insurance as then administered, because it discouraged 
labour mobility, was levied without regard to the profitability of the 
business and was, in fact, a tax on employment.! 

This was Clay’s position at the beginning of 1928. By 1929, however, 
he had been converted to Pigou’s views about real wages. Though 
convinced that his earlier argument was theoretically valid, he had lost 
his faith in the relevance of labour transference to post-war conditions. 
“Tf there are new industries capable of absorbing [the unemployed], 
well and good—but at the present time it would seem that there are 
not”’.? The fundamental problem was the increasing subjection of 
wage determination, during and since the war, to institutional arrange- 
ments. There had arisen a trade union movement which was prepared 
to accept unemployment as the price for real wages higher than would 
have been set in a natural market. The soft spots in the wage structure, 
which organized workers had exploited before the war to secure 
higher wages without unemployment, had been eliminated. The coal- 
miners, for example, had been able before the war to raise their real 
wages at the expense of railway workers, whose wages had been 
depressed, according to Clay, because of the high price of coal; since 
the formation of the N.U.R., however, the miners had been obliged 
to share in the unemployment resulting from an aggressive union 
policy. Clay’s summary of the post-war situation has a familiar 
flavour: “‘ The defect in the machinery for wage-negotiation to which 
the present unemployment points is the purely sectional character of 
its deliberations. It is no one’s business to consider wages as a whole, 
there is no one charged with the duty of reminding wages boards of 
their duty to industry in general ”’.? 

Clay was rebuked by Edwin Cannan, who roundly declared that 
“the true remedy for long term unemployment, always applied 
throughout history, and always effectual, is neither rationalisation nor 
reduction of wages, but redistribution of the labour-force between the 
different occupations ’”’.4 At the root of the persistence of the existing 
unemployment was the pernicious influence of unemployment insurance. 
Those responsible for the scheme had not paid sufficient heed to the 
report of the Poor Law Commission of 1834, which had demonstrated 
for all to see that, if systems of relief were not to be incentives to 
indolence, they should leave the recipient in a condition substantially 
“less eligible ” than if he had undergone whatever inconvenience was 
attached to getting work.’ As for Clay’s inability to discern vacancies 
for mobile labour, 

** what sort of evidence would Professor Clay require? What sort of 
evidence ever exists of an unsatisfied demand for labour beyond the 


1 See also The Post-War Unemployment Problem, pp. 96-101. 

2** The Public Regulation of Wages in Great Britain ”’, being the Presidential 
Address to Section F of the British Association at Capetown, 1929, printed in the 
Economic Journal, vol. XXXIX (1929), pp. 323-43 (see p. 342). 

8 Ibid., p. 342. 

4** The Problem of Unemployment ’’, /oc. cit., p. 50. 
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fact that additional labour has, in fact, found employment ? Within 
four miles of my proverbial arm-chair I have seen in a very.few years 
half-a-dozen big fields on which two or three agricultural workers 
were employed gradually covered by factory buildings in which several 
thousand factory workers are now employed, but I do not remember 
ever seeing or hearing of the smallest evidence of an unsatisfied demand 
for labour ’’.! 


Apparently investors wishing to inaugurate vast industries in the 
south-east and the Midlands were being frustrated by the fact that 
the available labour was in Wales and the North. In that case it is 
surprising that by the beginning of 1929 the Ministry of Labour was 
experiencing difficulty in placing men transferred under the Industrial 
Transference Scheme. Cannan’s views about the necessity of redis- 
tribution were not unrealistic, but his arguments, like the passage 
quoted, were not based upon a sober appraisal of the possibili- 
ties. 

Although Pigou believed that manipulation of wage rates could 
increase employment, he considered that institutional procedures had 
deprived wage fixation of the element of voluntary negotiation which 
was necessary if the required reductions were to be secured. If real 
wages were determined independently of the level of unemployment, 
any action to increase employment must be consistent with prevailing 
real wage standards. Pigou therefore developed two proposals for 
raising industry’s real demand schedule for labour, though he did not 
really favour their application. One was to use the money then being 
paid as unemployment benefit to subsidize the employment of labour.? 
Though this would significantly reduce unemployment in the short 
run, Pigou refrained from recommending it because it would discourage 
mobility and because the possibility of getting subsidies might make 
employers “soft”? toward wage demands. The other proposal was 
to provide employment by a tax on non-wage earners. The extra 
employment would be devoted to the production of consumption 
goods, which alone could immediately yield real income to the wage- 
earners. The logical extension of a proposal to promote consumption 
rather than investment expenditure was the;conclusion that in the short 
run investment expenditure was harmful to employment and should be 
discouraged; indeed, that all productive effort should be diverted to 
the provision of real income for wage-earners so that the stipulations 
of the trade unions could be met and their members employed. Pigou 
was hesitant for the obvious reason that the policy, by curtailing the 
development of productive capacity, would merely defer today’s 
problems until tomorrow.* 


1 Ibid., p. 42. Cannan’s ‘“‘ proverbial arm-chair ”’ was at Oxford. 

2 Report of the Ministry of Labour for the Year 1929, B.P.P. 1929-30, vol. XV 
(Cmd. 3579), p. 16. : : 

3** Wage Policy and Unemployment ’”’, Joc. cit., pp. 362-4. This policy was, 
in fact, advocated by Sir Alfred Mond in a pamphlet published in 1925. 

4** The Monetary Theory of the Trade Cycle”, Joc. cit., pp. 188-9. 
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IV 


Among the economists, interest in the relationship between overseas 
trade and employment was practically confined to the gold standard. 
There was some sympathy for Norman Angell’s advocacy of political 
settlement as a pre-condition for the restoration of international trade, 
and, to further this objective, some of the economists supported his 
election to Parliament in 1929.1 Occasionally the affairs of the coal 
industry were sufficiently interesting to attract attention, and Daniels 
and Jewkes of Manchester became thoroughly familiar with the 
economic problems of the cotton industry. Keynes himself, having 
lost his fight against the return to gold, attempted to persuade the 
cotton manufacturers to recognize the reality of the situation, as he 
saw it, and to adjust their output and methods to a permanently lower 
level of demand ;? although his opinion that the malaise of the industry 
was the outcome of the Government’s policy in respect of the currency 
and the gold standard is open to serious objection, his inference that 
short-term expedients were no longer appropriate happened, for 
other reasons, to be accurate. Generally, however, knowledge about 
the condition of industry would have been very slight without the 
protracted endeavours of the Balfour Committee. Perhaps the work 
of the economists associated with the Liberal Economic Report on 
Britain’s Industrial Future was an exception to their general lack of 
interest in industrial problems, but it is fair to say that the Report 
added little to the findings of the Balfour Committee. 

The prospect of a return to gold raised the question of the price 
disadvantage which it would impose on exporters. The Committee 
on the Currency and Bank of England Note Issues,* which reported 
at the beginning of 1925, glanced at the Wholesale Prices Indices of 
Great Britain and the United States, found a discrepancy of only 1 
or 2 per cent. as compared with 1914, and took it to be the measure 
of the further deflation that would follow a return to gold. That, 
the Committee felt, was not unreasonable. This was the issue which 
Keynes took up in The Economic Consequences of Mr. Churchill. 
The pamphlet had, of course, a political veneer derived from the 
persistent fatuousness of Stanley Baldwin and some singularly inept 
remarks by his Chancellor; but its basic economic content was a reply 
to the Committee. The burden of Keynes’s complaint was that the 
Wholesale Price Index was an inappropriate measure of price dis- 
crepancies, because it was largely composed of commodities which 
were basic items of international trade and whose prices could not, 
therefore, diverge markedly between countries. Keynes compared the 
British retail price index with that for Massachusetts, and decided that 
the true discrepancy was of the order of 10 per cent. 


1Sir Norman Angell, After All, 1951, p. 153. 

2R. F. Harrod, The Life of John Maynard Keynes, 1952, pp. 379-86. 

3 B.P.P. 1924-25, vol. IX (Cmd. 2393). After the resignation of Austen Chamber- 
lain upon joining the new Government, the members of the Committee were Sir 
John Bradbury, Sir Otto Niemeyer, Gaspard Ferrer and Pigou. 
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The arguments of The Economic Consequences of Mr. Churchill 
have been stated by Keynes’s biographer to be “‘ unanswerable ’’.1 
Surprisingly, however, the principal argument was answered in a few 
lines by T. E. Gregory in his book The First Year of the Gold Standard.? 
There is no reason to believe that Keynes used the Massachusetts 
index for any other reason than that it was the best available at the 
time at which he wrote. The index for the United States, however, 
subsequently revealed no significant discrepancy, instead of Keynes’s 
10 per cent. Keynes had relied heavily on this calculation, and the 
edifice which he had erected was left without a foundation. This was 
unfortunate, for it was quite unnecessary for Keynes to expose himself 
to such an objection. No reason existed for supposing that a return 
to gold with pre-war price relationships prevailing could be depended 
upon to secure equilibrium in the balance of payments. The conditions 
of international trade had changed vastly since 1914. If the changes 
had been favourable to Britain, she could have sustained a higher 
relative price level; if unfavourable, her prices should have been 
relatively lower to secure the same balance. It was only necessary to 
point out that the movement towards gold was associated with an 
appreciation of the exchange of some 12-5 per cent in the ten months 
after June 1924.3 The difficulties of the export trades were severe 
enough without this added burden. By saying more than this, Keynes 
rendered his argument vulnerable to a debating point which was well 
taken. 


V 


Among a small group of economists there was an agitated debate 
about the effect of population changes on employment. In The 
Economic Consequences of the Peace, Keynes suggested that before 
the war Europe’s population had been growing more rapidly than the 
capacity of the economies to employ and, through home production 
and foreign trade, to feed it. Keynes’s discussion of this matter was 
a relatively minor part of The Economic Consequences of the Peace, 
but Beveridge and (apparently) others among its readers were not 
disposed to overlook it. “‘ The question,” said Beveridge, “is not 
indeed whether Malthus’ Devil is loose again. Mr. Keynes has’ seen 
to that; he stalks at large through our lecture rooms and magazines 
and debating societies. The question is rather whether Mr. Keynes 
was right to loose this Devil now upon the public.’* 

Neither Keynes nor Beveridge defined the relationship postulated 
between population and unemployment. Presumably it was thought 
that an excessive rate of growth of population affected the level of real 


1 Harrod, op. cit., p. 361. 

2 Pp. 49-50. 

® From $4.32 to $4.86; London and Cambridge Economic Service, July 23, 1925. 
4** Population and Unemployment”, Economic Journal, vol. XXXII (1923), 


p. 452 
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wages which labour could obtain consistently with full employment: 
unemployment occurred because an expanding labour force, confronted 
with diminishing returns, demanded constant or rising real wages. 
Beveridge could discern only a reduction of the rate of growth of real 
standards before the war and he emphasized the more immediate 
and more obvious causes of the prevailing difficulties, especially the 
dislocation resulting from the war. The discussion between Keynes 
and Beveridge attracted considerable public attention, as it coincided 
with a popular controversy about the law relating to the advertisement 
and sale of contraceptives. To judge from the press reactions reported 
by Keynes, Beveridge, in denying the existence of any danger of over- 
population, received the greater measure of public approval.” Par- 
ticipation in the debate caused each to state his position rather too 
forcefully, and a contribution reflecting a better sense of proportion 
was made by D. H. Robertson. Robertson agreed that the present 
unemployment was largely the result of other factors, but he felt that 
there might be an underlying long-term problem of the sort suggested 
by Keynes: 

It may be true that the power of Trade Unionism is temporarily 
crippled, and that the post-war visions of an indefinite improvement in 
the standard of life have been shattered. But it may also be true that 
there is, in the European worker, a very deeply implanted sense of what 
is and what is not good enough—a point beyond which the collective 
sense of what is a “fair day’s wage ”’ will not suffer the individual 
worker’s reward to be quietly depressed, but will ordain rather that 
so many thousands shall stand aside with folded arms—a naked and 
patent surplus and incubus upon the state. I am not asserting con- 
fidently that this point has been reached in Britain, but I think we must 
wait until the next trade boom . . . to be certain that it has not. If, 
when that time comes, we can absorb into industry nearly the whole 
of our present surplus of unemployed, well and good; but if not, shall 
we be wrong in detecting the hand of the devil ?% 


Unfortunately, the trade boom did not eventuate, so the judgment 
could not be made. When, however, he returned to the subject in 
1930, Beveridge had moved considerably toward Keynes’s position.* 

A radically different analysis of the relationship between population 
and long-term unemployment, the true merit of which could not be 
appreciated when the problem was approached from the standpoint 
of real wages, was contained in a paper read to the Royal Statistical 
Society in 1929 by E. C. Snow.® Snow argued that the declining 
rate of growth of population in Europe was disastrous for capital 
goods and durable-use consumer goods industries. Not only were 

1 Ibid., p. 470. 

2 J. M. Keynes, ““ A Reply to Sir William Beveridge ’’, Economic Journal, vol. 
XXXII (1923), pp. 485-6. 

3** A Word for the Devil”, Economica, vol. Ill (1923), p. 204. 

* Unemployment, a Problem of Industry, pp. 373-400. 


5“* The Limits of Industrial Employment”, Journal of the Royal Statistical 
Society, vol. XCII (1929), pp. 323-57. 
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some industries, like the boot and shoe industry, geared to produce 
for an expanding home population, but the purchasing power of primary 
producers (especially exporters of industrial raw materials) depended 
upon continued growth in the metropolitan countries. Snow’s paper 
provoked immediate condemnation by that epitome of “ common 
sense ” in economics, John Hilton, who thought that population could 
have no such effect on employment, since “every added consumer 
was an added producer, and every subtracted consumer was a sub- 
tracted producer”’.1 Otherwise Snow’s argument, meaningful only 
when employment was regarded as a problem of effective demand, 
received little attention. It was, however, at least as relevant to 
current problems as the more famous debate of six years earlier. 


VI 


Britain’s economic difficulties in the ’twenties cannot be analyzed 
in any detail in this article. The fundamental problem, however, was 
the decline of certain basic export industries upon which a large 
proportion of the work force had been directly or indirectly dependent. 
The resulting unemployment was augmented from time to time by the 
rapid curtailment of government expenditure after the war, by the 
maldistribution of the work force caused by the war, by the policy of 
monetary deflation, and by the impact of industrial disputes. Accord- 
ingly, the subjects requiring elucidation by the economists included 
the reasons for the reduction of overseas trade, the possibility of 
restoring trade by national measures, the relationship between govern- 
ment expenditure and the demand for labour, the responsiveness of 
labour to new employment opportunities, the rigidity of the monetary 
system, and the relationship between trade union wage demands and 
unemployment in the various industries. The remoteness of prevailing 
economic discussion from this agenda is very apparent. In some 
cases the economists generalized about the direction of influences 
when measurement was required; in others they were silent. The 
study of economics, was drawn along by the logic of its own develop- 
ment, largely uninhibited by considerations of relevance, and argument 
was conducted for argument’s sake. Analysis of a trade cycle which 
was admitted to belong to a past period, the development of monetary 
theory on the basis of unexamined and often improbable assumptions, 
the elaboration of proposals admittedly devoid of practical significance, 
and heated debate about interesting but secondary problems like 
population accounted for most of the discussion of unemployment by 
the economists in these years. 

To this indictment must be added a further but related count. There 
was a general lack of perspective which caused the supporters of a 
proposal to exaggerate its merits and minimize its disadvantages, and 
its opponents to do the reverse. From the arguments of those who 


1 Journal of the Royal Statistical Society, vol. XCII (1929), p. 364. 


320 ECONOMICA [NOVEMBER 


supported the gold standard, for example, one might have inferred 
that the gain in invisible receipts associated with the return to gold 
rivalled the real loss associated with 10 per cent. unemployment; 
while from those of its opponents the impression might readily have 
been gained that the demand for British exports was highly sensitive 
to marginal variations in their price. Again, the reader of Can Lloyd 
George Do It? might reasonably have supposed that the Liberal 
proposals offered a substantial remedy for unemployment, whereas, 
as the Treasury rightly pointed out, neither the scale of the programme 
nor its duration (two years) warranted any such claim. 

Criticism of the economics of the 1920’s on the ground that it lacked 
the empirical basis required for relevance and realism invites the 
defence that the economists were circumscribed by the limited material 
available for reaching conclusions about the real world. This defence 
merits examination. It would be more impressive than it actually is 
if it had been advanced by the economists themselves. No economist 
could be found, of course, to oppose the extension of statistical inquiry, 
and the establishment of The London and Cambridge Economic Service 
was widely supported as a needed addition to existing statistical re- 
sources. On the other hand, while the writer obviously cannot speak 
for everything written or said by the economists in those years, in his 
reading of a considerable amount of the contemporary literature he 
has encountered no case of an economist conceding that his arguments 
might have a degree of unrealism which access to adequate material 
could have obviated. Indeed, there was an obvious confidence that the 
assumptions underlying the arguments were sufficiently realistic to 
justify the practical inferences drawn from them. Furthermore, the 
available material was not insignificant and it was very far from 
being fully exploited. It is a serious indictment in itself that the 
unemployment insurance statistics, which from July 1923 were pub- 
lished with a detailed industrial classification, were (apart from broad 
generalizations about total unemployment) neglected by most of 
the writers. Similarly, monetary statistics had important deficiencies, 
but they might have been used to give the theoretical discussions a 
more relevant set of assumptions. Most important, consideration of 
the conditions of world trade would have dispelled the illusion that 
the export trades had been affected or might be revived to any significant 
extent by government economic policy. The defence of inadequate 
material in this respect is refuted by the success, in gathering helpful 
information, of the Balfour Committee, the League of Nations and 
various lesser-known writers.’ In fact, the contributions of Hawtrey, 


1See, for example, League of Nations, Memorandum on Production and Trade 
1913 and 1923-26, Geneva, 1926; Memorandum on Cotton, Geneva, 1927; Mem- 
orandum on the Iron and Steel Industry, Geneva, 1927; Shipbuilding, Geneva, 
1927; and The Problems of the Coal Industry; also A. J. Sargent, “* Coal: Exports, 
Prices and Prospects’, London and Cambridge Economic Service Special Mem- 
orandum No. 8 (1924); and J. H. Jones, ‘‘ The Present Position of the British Coal 
Trade ’’, Journal of the Royal Statistical Society, vol. XCUI (1930). 
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Keynes, Pigou and the rest would have been improved if they had 
recognized the information which was becoming available. 

These strictures are, of course, directed against that habit of study 
in economics which attempts to derive conclusions from assumptions 
which seem to offer interesting results but which have no better basis 
than inspired guesswork. The experience of the ’twenties shows that 
in this procedure there is a very real danger that assumptions may be 
very remote from reality. The wrong problems are investigated, the 
wrong conclusions obtained and the wrong recommendations offered. 
The economist who possesses the capacity for both theoretical and 
empirical inquiry and chooses to elaborate his theories without con- 
tinuous scrutiny of his assumptions may bear a heavy responsibility 
for avoidable suffering and for bringing the science of economics 
into disrepute. 


University of Adelaide. 
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The Interpretation of the “Tableau Economique’ 


By RonALD L. MEEK 


Economists have now been interpreting Quesnay’s tableau écono- 
mique for two centuries. The first interpreter was Quesnay himself: 
hearing that Mirabeau was bogged down in the first edition of the 
** zigzag’, Quesnay sent him a long letter explaining its mechanism?— 
a letter which was soon to grow into the Explication included in the 
third edition.* As the Livret du Ménage* reached larger audiences 
through Mirabeau’s extended treatment in the sixth part of L’ Ami 
des Hommes,® through the Philosophie Rurale,® and, later, through 
Quesnay’s Analyse,* Premier Probléme LEconomique® and Second 
Probleme Economique, interest in this remarkable analytical device 
grew apace. At this stage, however, apart from the ex cathedra 


1 Some sections of this article owe much to conversations with Mr Gerald A. 
Royce, a former research student in the Department of Political Economy at Glasgow 
University, who recently completed a thesis on “‘ Physiocratic Economic Analysis ”’. 

2 This letter, the original of which is in the Archives Nationales (M784), was 
reproduced in the appendix to an article by Bauer in Economic Journal, vol. V. 
(1895), pp. 20-21. 

3] am assuming in this article that three “‘ editions ” of the tableau were issued 
by Quesnay in 1758-59 The“ first edition’, probably printed in December 1758, 
I take to have consisted of a tableau with a base of 400, and a set of 22 maxims, the 
whole being similar in form and content to Quesnay’s manuscript draft in the 
Archives Nationales (M784) (The draft is reproduced in facsimile between pp. 672 
and 673 of vol. Il of Fran¢ois Quesnay et la Physiocratie, published by the Institut 
National d’Etudes Démographiques, Paris, 1958—hereafter J.N.E.D.) The ‘“‘second 
edition’, probably printed early in 1759, I take to have consisted of the third 
and fourth items in the British Economic Association’s reprint of 1894—viz., a 
tableau with a base of 600, and a set of 23 maxims. (The tableau is reproduced in 
facsimile in J.N.E.D., facing p. 673, and the maxims are reprinted on pp. 669-73.) 
The “ third edition’, probably printed some time later in 1759, I take to be as 
described by Schelle in the Revue d’Economie Politique, yol. XTX (1905), pp. 490 ff., 
viz., a tableau with a base of 600 (probably the first item in the British Economic 
Association’s reprint), an Explication (the second item in the British Economic 
Association’s reprint, and also reprinted in 1.N.E.D., pp. 675-82), and a set of 
24 maxims. So far as I am aware, no copy of the “ first edition”’ has yet been 
found, and Schelle’s copy of the “‘ third edition ’’ has disappeared; but the above 
seems to be the best guess which can be made on the basis of the evidence available. 

« A nickname given to the tableau by Quesnay himself in the letter to Mirabeau 
just mentioned. 

5 References to this work in the present article are to the sixth volume of the 
edition stated to be published A la Haye, chez Benjamin Gibert, the date of this 
volume being 1762. 

® References to this work in the present article are to the three-volume edition 
stated to be published A Amsterdam, chez les Libraires Associés, the date being 
1764. Ab seventh chapter of the Philosophie Rurale is reprinted in I.N.E.D., 

. 687 ff. 

a Reprinted in .N.E.D., pp. 793 ff; in Oncken, Oeuvres de Quesnay, 1888, pp. 
305 ff; and in Daire’s collection (see next paragraph). 

8 Reprinted in I.N.E.D., pp. 859 ff; in Oncken, op. cit., pp. 494 ff; and in Daire’s 
collection. 

® Reprinted in I.N.E.D., pp. 977 ff; in Oncken, op. cit., pp. 696 ff; and in Daire’s 
collection. 
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pronouncements of Quesnay and Mirabeau themselves, there was little 
in the way of interpretation of the tableau: the Physiocratic rank- 
and-file, with the exception of Baudeau, tended to leave the explana- 
tion and development of the tableau to their acknowledged masters ; 
and their adversaries, with the exception of Forbonnais, usually 
contented themselves with satire and derision. 

Interest in the tableau declined as the influence of the Physiocrats 
themselves declined. The publicity given to the tableau by Adam 
Smith! was more than counterbalanced by his rather patronising 
critique of the Physiocratic system as a whole; and Physiocratically 
inclined economists like Garnier, Spence, Chalmers and Malthus were 
interested more in the under-consumptionist implications of the 
general theory of the Physiocrats than in the tableau and the uses to 
which it could be put. In 1846, however, Daire published his two 
volumes of selections from the Physiocratic literature, including 
Quesnay’s Analyse, Premier Probleme Economique and Second Probléme 
Economique, and Baudeau’s Explication, and the ball was set rolling 
once again.? Marx subjected the Analyse to an exhaustive study in 
the early 1860’s,* laboured in the hot July of 1863 to substitute a new 
tableau for Quesnay’s,® and later, in 1878, published a detailed critique 
of some comments on the tableau made by the unfortunate Diihring.® 
Since then several generations of scholars have been at work, notably 
Oncken, Bauer, Schelle, Higgs and Weulersse,’? a number of important 
documents have been discovered, and with the revived interest in 
aggregative and general equilibrium analysis in our own time there 
have been several new interpretations.® 

The purpose of this article is to make a contribution to the solution 
of a number of problems of interpretation which still remain out- 
standing in spite of the work of these scholars. I have grouped these 
problems under two separate headings: first, problems relating to 
the interpretation of the basic model employed by Quesnay and 
Mirabeau (“‘ the tableau in equilibrium ”’, as it has sometimes been 
called); and, second, problems relating to the interpretation of the 
various models designed to illustrate movements away from or towards 
the basic position (“ the tableau in disequilibrium ”’). 


1 Wealth of Nations, book IV, chapter 9. 

2 See the articles by J. J. Spengler in the Journal of Political Economy, vol, LIII, 
nos. 3-4 (1945), and by R. L. Meek in Economica, vol. XVIII (1951), 

3 Bugéne Daire, Physiocrates, Paris, 1846. 

4See Theories of Surplus Value, London, 1951, pp. 67 ff. 

5 See Correspondence of Marx and Engels, London, 1936, pp. 153-6. 

8 See F. Engels, Herr Eugen Diihring’s Revolution in Science, London, n.d., 
pp. 268-78. The chapter in which these passages appear was written by Marx. 

7 References to the main works of these scholars will be found in the extensive 
bibliography at the end of vol. I of LN.E.D. 

8 See, e.g., H. Woog, The Tableau Economique of Frangois Quesnay, Berne, 1950; 
L. Fishman, A Reconsideration of the Tableau Economique, in Current Economic 
Comment (University of Illinois), vol. XX (1958), pp. 41 ff; and A. Phillips, The 
Tableau Economique as a Simple Leontief Model, in Quarterly Journal of Economics, 
vol. LXIX (1955), pp. 137 ff. 
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I 


The graphical models used by Quesnay and Mirabeau to display 
the working of the economic machine changed their character as the 
Physiocratic system was developed,’ but the general purposes of the 
models always remained the same—to display the relation between “‘ Jes 
dépenses et les produits”? in a way which was easy to grasp, and to 
enable a clear estimation to be made of “‘ des arrangements et des 
dérangements ”’ which government policy could bring about.2 To 
fulfil these purposes, Quesnay believed, it was necessary (a) that the 
models should concentrate, first, on the distribution of the revenue 
by the class of proprietors to the productive class and the sterile 
class,* and, second, on the mutual exchanges between the productive 
class and the sterile class; and (5) that the models designed to show 
the dérangements should be related to a basic model showing the 
circulatory system in a “state of prosperity”. Let us consider first 
the leading characteristics of this basic model, around which most of 
the subsequent attempts at interpretation have centred. 

The essential qualitative assumption of the basic model is that the 
kingdom concerned has been “ porté a son plus haut degré d’agri- 
culture ’’,4 by which Quesnay meant not only that all the kingdom’s 
territory has been brought under cultivation, but also that large-scale 
capitalist agriculture, using the most productive methods then available, 
has been widely introduced. It is important to appreciate that the 
data selected on the basis of this assumption were not utopian: they 
were in fact drawn from the detailed calculations made by Quesnay 
in his Encyclopedia articles and elsewhere of the product and revenue 
which French agriculture was actually capable of producing, given 
the widespread use of certain existing techniques and forms of socio- 
economic organisation.® The situation envisaged is one of zero net 


1 In the first three editions of the tableau and in L’Ami des Hommes the“ zigzag ” 
form was employed. In the Philosophie Rurale the ‘‘ zigzag’? receded into the 
background, use being mainly made of a simplified précis. In the Analyse a new 
formule was developed, which was employed in the Premier Probléme Economique 
and the Second Probléme Economique. These different models are described in 
more detail below. 

2 This is the way in which Quesnay described the purposes of the tableau in a 
letter to Mirabeau sending the latter a copy of the first edition. See Economic 
Journal, vol. V, p. 20. 

3 The “‘ revenue ’’, or ‘“‘ net product ’’, is the amount by which the value of the 
annual output of agriculture exceeds the costs incurred in producing that output. 
In the tableaux of the first three editions and in the first tableau of L’ Ami des Hommes 
the revenue is reckoned net of taxes and tithes, so that it takes the form of land 
rent alone. Thus the “‘ class of proprietors”, to whom the revenue accrues, is in 
effect assumed to consist solely of the landowners. In the later tableaux taxes and 
tithes are normally included in the revenue, so that the class of proprietors is assumed 
to consist of the landowners, the sovereign and the clergy. The ‘* productive class ” 
consists of all those engaged in agriculture, and the “ sterile class” of all those 
engaged in non-agricultural pursuits, mainly manufacture and commerce. 

47.N.E.D., p. 794. 

5 The most useful comparison which can be made here is that between the 
statistical data brought together in the seventh chapter of the Philosophie Rurale 
oe data employed in the basic tableaux of the Philosophie Rurale and the 
Analyse. 
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investment, in which the national product is reproduced every year 
without increase or diminution. This does not imply that Quesnay 
imagined that the economy would develop into a stationary state: 
the situation envisaged was certainly similar to what we might call 
today a state of bliss, but not a state which was incapable of being 
improved upon by further increases in productivity in the future. It 
is also assumed that the main social and economic reforms advocated 
by the Physiocrats have been introduced—e.g., that competition is 
free, and that the removal of restrictions on foreign trade has resulted 
in the formation of a bon prix for agricultural produce.? ‘So far as 
the activities of the sterile class are concerned, however, it is assumed 
that these are still organised on an artisan rather than on a capitalist 
basis. 

The general form which the tableau assumes in the first three editions 
and in the sixth part of L’Ami des Hommes is as follows :4 


Productive Class Class of Proprietors Sterile Class 


Annual Advances Revenue Annual Advances 
1000 


500 reproduce net .. 500 00 


250 reproduce net .. 
125 reproduce net .. 125 125 


Total .. 2000 Total .. 2000 Total .. 2000 


1 See the interesting tableaux in the Philosophie Rurale (vol. 1, pp. 156 ff.) illustrat- 
ing an imaginary state of affairs in the future, when society has managed to surpass 
the ratio of revenue to advances assumed in the basic tableau. 

2Cf. .N.E.D., pp. 794-5. The maxims associated with the tableau are really 
statements of the policy assumptions upon which the data of the tableau are based. 

3 This statement is true of Quesnay and Mirabeau, but not so true of Baudeau 
and Turgot. 

4In order to facilitate comparison, and for the sake of convenience, I have made 
all the basic tableaux described in the present article start with a “‘ base” (i.e. 
revenue) of 2000 (millions). In actual fact the base was 400 in the first edition; 
600 in the second and third editions and in the first tableau of L’ Ami des Hommes; 
1050 in the remaining tableaux of L’ Ami des Hommes (taxes and tithes having now 
been included in the revenue); and 2000 in the Philosophie Rurale and the Analyse. 
The proportions between the key quantities, however, and thus the general pattern 
of distribution, remained substantially the same throughout. 
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The quantitative assumptions here are as follows. The “ annual 
advances ” (working capital) of the productive class are 2000, and its 
“ original advances ’! (not shown in the tableau itself) are five times 
the annual advances—i.e. 10,000. The annual advances “ reproduce 
100 per cent ’’—in other words, when employed in production they 
yield a total product which is sufficient to refund the annual advances 
and to provide in addition a revenue equal to the annual advances. 
The total annual reproduction is thus 4000, and the revenue is 2000. 
The annual advances of the sterile class are 1000, and the value of 
their annual product is 2000. The class of proprietors spends one-half 
of its revenue with the productive class and one-half with the sterile 
class. The receipts of the productive class and the sterile class are 
distributed according to the same simple pattern, one-half always 
being spent within the class concerned and one-half with the other 
class. 

This form of the tableau, then, illustrates the following activities 
and exchanges which take place during the course of a year. The 
employment of the productive class’s 2000 annual advances in pro- 
duction yields a revenue of 2000 which is paid to the class of proprietors 
in the form of rent. The class of proprietors uses this 2000 to buy 
1000 food from the productive class and 1000 manufactured goods 
from the sterile class. 500 of the 1000 thus received by the productive 
class is used to buy manufactured goods from the sterile class; and 
500 of the 1000 thus received by the sterile class is used to buy food 
from the productive class. One-half of the sum of 500 thus received 
by each of these two classes is sent back to the other, and the process 
of exchange between the two classes continues in this way to the limit 
of the arithmetical progression. The total receipts of the sterile class, 
2000, are equal to the value of its total product. The total receipts of 
the productive class, 2000, represent a refund of its annual advances, 
and the employment of these advances in production yields an equal 
amount of net revenue, represented in the tableau by the sums directed 
to the central column at each stage in the process. The total of the 
revenue reproduced is naturally 2000, so that the whole process can 
be started again at the same level, and conducted according to the 
same pattern, in the following year. 

The tableau in this form is quite easy to follow, and displays in an 
illuminating way the particular activities and exchanges which Quesnay 
believed to be essential to the proper understanding of the economic 
process as a whole. It is obvious, however, that certain features of 
the process have been abstracted from in order to reduce it to its 
simplest elements. In the first place, the transactions taking place 
within the productive class and the sterile class have been abstracted 
from: it is only the inter-sectoral transactions which appear on the 


1 The “ original advances” comprise all the expenses incurred by the agri- 
cultural entrepreneurs prior to their receipt of the returns from the first harvest. 
They thus consist mainly, but not exclusively, of expenditure on fixed capital, 
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face of the tableau itself. In the second place, as I have already said, 
in the tableaux of the first three editions and in the first tableau of 
L’Ami des Hommes the revenue is reckoned net of taxes and tithes. 
In the third place, the interest of 10 per cent which Quesnay usually 
assumes is received by the agricultural entrepreneurs on their original 
and annual advances is abstracted from in the tab/eau.? In the fourth 
place, the tableau abstracts from the agricultural entrepreneurs’ wages 
of management and rewards for risk-bearing, which are not brought 
into the picture until the Philosophie Rurale.* In the fifth place, and 
finally, the tableau obviously abstracts from a part of the purchases 
which the sterile class must necessarily make from the productive class 
if it is to be able to produce a total output of 2000.4 

Two important points about the situation depicted in the basic 
tableau must be appreciated if the problems involved in its interpre- 
tation are to be fully solved. In the first place, the total value of the 
sterile class’s output is not arbitrary, but is conceived to be determined 
by the total amount spent on manufactured goods by the proprietors 
and the productive class*—in this case 2000. This is the most signi- 
ficant sense in which the sterile class is envisaged to be ‘‘ dependent ” 
upon the other two classes. In the second place, certain crucial 
assumptions are specifically made concerning the distribution of the 
total population of the kingdom between the three classes and the 
relative levels of their per capita personal consumption.* The class 


1See n. 3 on p. 324, and n. 4 on p. 325 above. 

2Tn the tableau of the third edition Quesnay includes interest of 10 per cent on 
the original advances in the calculation of the total annual reproduction at the 
foot; and in the Explication he includes interest at 10 per cent on both the original 
and the annual advances in his detailed calculation of the total annual reproduction. 
(See the first item in the British Economic Association’s reprint, and I.N.E.D., 
pp. 678-9.) Mirabeau’s tableaux in L’Ami des Hommes usually include interest 
at 10 per cent on both original and annual advances in the calculations of the 
total annual reproduction at the foot. It was not until the Analyse that interest 
was included in the actual tableau itself. 

3 See below, pp. 330-1. 

4Tn the Explication Quesnay says that one-half of the receipts of the sterile 
class is spent with the productive class ‘‘ in the purchase of products for subsistence, 
for the raw materials of manufactures and for foreign trade ’’, the other half being 
spent within the sterile class itself “‘ for maintenance and the restitution of its 
advances ” (I.N.E.D., p. 676). And the tableau in fact shows one-half of the receipts 
of the sterile class (i.e. 1000) being used in purchases from the productive class. 
(The remaining 3000 of the annual reproduction of 4000 is consumed as to 1000 
by the proprietors, as to 1000 by the productive class itself, and as to 1000 by the 
livestock of the productive class: see J.N.E.D., pp. 676-7.) But it is clear that 
part of the sterile class’s purchases from the productive class is being abstracted 
from here, since the basic Physiocratic assumptions regarding the constitution of 
the value of the sterile class’s output make purchases of 2000 from the productive 
class necessary if that output is to be 2000. 

5 This is clearly implied in the first three editions of the tableau and in L’Ami 
des Hommes, and is specifically stated in the Philosophie Rurale, vol. I, p. 81. The 
annual advances of the sterile class are always assumed to be equal to one-half 
of the total value of its output; and it is also assumed, of course, that no “ net 
revenue ” at all is yielded as a result of the sterile class’s activities. 

6 For statements of these assumptions, see the tableaux of the first and second 
editions (.N.E.D., facing pp. 672 and 673); the Explication (I.N.E.D., p. 677); 
L’ Ami des Hommes (p. 188); and the Analyse (I.N.E.D., p. 805). 
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of proprietors is usually assumed to constitute one-quarter of the 
population, the productive class one-half and the sterile class one- 
quarter; the personal consumption per capita of the productive class 
is equal to that of the sterile classt, and one-half that of the class 
of proprietors?; and in the case of each class consumption is equally 
divided between food and manufactured goods. 

The general form which the tableau assumes in the Philosophie 
Rurale is usually as follows: 


Class of 
Productive Class Proprietors Sterile Class 
Annual Advances Revenue Annual Advances 
2000 2000 1000 

Half of the Half or the 
expenditure 1000 reproduces net 1000 000 ~ cxpenditure 
of the revenue ) of the revenue 
Total of the Total of the 
eee ae sums sent 
ac y the A . back by th 
Bledinicliect6 1000 reproduces net 1000 1090 acstacaie 
the produc- class to the 
tive class —_— FH sterile class 


Total .. 2000 Total .. 2000 Total .. 2000 


This formula is aptly described as a “ Précis des Résultats de la Dis- 
tribution representée dans le Tableau’’. It omits the arithmetical 
progressions of the zigzag, concentrating on the final results of the 
transactions, and it provides a much less clumsy tool for dealing with 
the dérangements than the full zigzag tableau.* Abstraction is still 
made in the précis itself of the transactions taking place within the 
productive and sterile classes, of the farmers’ interest and other rewards, 
and of part of the sterile class’s purchases from the productive class, 
but the two latter points at any rate are dealt with fairly satisfactorily 
in the accompanying text. In particular, a number of the problems 
of interpretation which have subsequently arisen are cleared up in the 
seventh chapter, which seems to have been written by Quesnay himself 
and which has been unduly neglected by most modern interpreters. 

In the first place, the mystery of the deficit in the sterile class’s 
purchases from the productive class is cleared up: it is now stated 


1 Strictly speaking, it is the per capita consumption of the wage-earners of the 
productive class which is equal to that of the sterile class: the consumption of 
the agricultural entrepreneurs, as will be seen later, is higher. But this fact is 
abstracted from in the tableau. 

2 If the proprietors consume 2000, then these two conditions obviously imply 
that the productive class must consume 2000 and the sterile class 1000. 

3 The new formula, which represents a sort of half-way house towards the final 
formula of the Analyse, was no doubt arrived at as a result of the experience of 
L’ Ami des Hommes, where the full tableau turned out to be a somewhat cumbersome 
and unnecessarily complex weapon of analysis. 
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specifically that the sterile class uses its annual advances of 1000 to 
buy raw materials from the productive class.1 This transaction, 
however, still remains outside the tableau itself; but it is recognised 
that the total annual reproduction must go up by 1000 above the 
level of 4000 shown in the fab/eau in order to provide these raw 
materials.2_ The productive class’s receipts from this raw materials 
transaction, it is now said, comprise the interest on its advances.* Since 
the full amount of this interest is assumed to be spent every year on 
real goods,’ it would appear that the annual reproduction ought to go 
up by a further 1000, to 6000, in order to provide these goods. In 
fact, however, there is no indication in the Philosophie Rurale that it 
actually does so: the figures for the total annual reproduction 
obstinately remain at 5000, which has given rise to some bewilderment 
among the interpreters. Actually the solution of this problem is 
extremely simple: the total annual reproduction remains at 5000 
because the 1000 fodder for the livestock which was included in the 
early tableaux® is now abstracted from.* The total annual reproduc- 
tion of 5000, in real terms, is now made up as follows: 1000 food sold 
to the proprietors; 1000 food consumed in natura by the productive 
class?; 1000 food sold to the sterile class; 1000 raw materials sold 
to the sterile class; and 1000 produce on which the interest is spent.® 
If one wants to see the animals fed, nothing is easier: just add 1000 
for fodder to the total reproduction, the annual advances, and the 


1 This is first stated at the foot of the précis on p. 104 of vol. I. The total purchases 
of the sterile class from the productive class are now 2000, consisting of 1000 food 
(vol. I, p. 89) and 1000 raw materials, all of which (or so it would appear) are 
used up by the sterile class in manufacturing its total product of 2000. Quesnay’s 
original attempt to bring the sterile class’s sales abroad into the picture is given 
up, at any rate at this particular stage of the analysis. It is still stated, however 
(vol. I, pp. 89-90), that one-half of the sterile class’s receipts (i.e. 1000) is spent 
within the sterile class in the purchase of manufactured goods. Since the sterile 
class’s total product of 2000 is all sold to the proprietors and the productive class, 
this raises the vexing problem of where the sterile class gets its own manufac- 
tured goods from. See below, pp. 332-3. 

2 Vol. I, p. 104. 

§ Vol. I, p. 305. 

4 See, e.g., the calculation in vol. I, p. 331. 

5 See the Explication, I.N.E.D., p. 677. 

§ Quesnay states this specifically in the Analyse (I.N.E.D., p. 805), referring the 
reader to the seventh chapter of the Philosophie Rurale. 

7 The fact that this 1000 food does not “‘ enter into trade ”’ but is consumed in 
natura is aT clear by Quesnay in the Premier Probléme Economique UI.N.E.D., 
pp. 860-1). 

8 A statement by Quesnay in the Analyse (I.N.E.D., p. 798) has led a number 
of commentators to take the view that the interest is spent on manufactured goods. 
This is not, however, a logical conclusion from Quesnay’s statement; nor would 
it be physically possible under the conditions assumed in the tableau, since the 
agents of the productive class have to consume 1000 food and 1000 manufactured 
goods for their maintenance, and only 1000 manufactured goods in all are pur- 
chased by the productive class. Quesnay, I think, visualised these “‘ interest goods ” 
(as I shall call them from now on) as consisting "essentially of agricultural produce 
of various kinds—livestock for replacing losses, stocks of seed, etc., to meet emer- 
gencies, and subsistence for men employed to repair buildings, ” machines, etc. 
See in this connection Marx, Theories of Surplus Value, p. 69. 
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reprises.!_ Nothing happens to the revenue or to the pattern of circula- 
tion depicted in the tableau. 

It is only when the costs of fodder are reinstated in this way in the 
annual advances, however, oddly enough, that the rewards accruing 
to the agricultural entrepreneurs (over and above the interest on their 
advances) can come into the picture. The interest, although Mirabeau 
on one occasion incautiously described it as an “‘ honest profit ”’,? 
and Quesnay once hinted that it might contain a net element,® was 
normally regarded merely as a sort of amortisation-and-reserve fund. 
It was recognised, of course, that the entrepreneurs might be able to 
earn net profits during the course of their leases if (for example) there 
was a rise in the price of produce; but these extra gains were assumed 
to crystallise out into rents when the leases came up for renewal, and 
the Physiocrats generally denied that the normal income of the 
agricultural entrepreneur contained anything resembling our modern 
category of “‘ pure’ or “ net” profit.4 In the seventh chapter of the 
Philosophie Rurale, however, Quesnay recognises that the normal 
income of the agricultural entrepreneur includes a “rétribution due aux 
soins, aux travaux et aux risques de son entreprise”’.’ So far, he says, in 
discussing the farmer’s reprises he has abstracted from this rétribution, 
the reason being that it is mixed up in the expenditure of the farmer’s 
annual advances and in the product of the livestock which he keeps 
for profit as a sort of accessary or side-line to his main business, that 
of the cultivation of corn. Quesnay’s idea seems to be that the product 
yielded by this livestock returns to the farmer the costs of the fodder 
required by all the animals on his farm, including that required by his 
working horses. Thus although an item for “‘ fodder for horses ” 
will appear in the annual advances which are refunded to him out of 
the proceeds of the harvest, he will in effect already have been com- 
pensated for this item out of another account—that of his bestiaux 
de profit. Thus this amount remains with him, and represents the 
““rétribution due a son emploi personnel’’.® Quesnay’s language suggests 
that he regarded this rétribution as a sort of superior wage-of-manage- 
ment-plus-payment-for-risk-bearing rather than as a “net profit” in 
the modern sense: he could hardly have admitted the existence of 
a truly “net” element in the normal income of the farmer without 
driving a large hole through basic Physiocratic theory and policy. It 
is interesting to note, however, that Quesnay visualises the rétribution as 
varying with the number of ploughs of land employed by the farmer: 
a man with two ploughs gets twice as much rétribution as a man with 

1The reprises=the annual advances+the interest. The total annual repro- 
duction=the reprises +the revenue. 

2 L’Ami des Hommes, pp. 169-170. 

3 Tn the Analyse, I.N.E.D., pp. 798-9. 

4 See R. L. Meek, ‘“* The Physiocratic Concept of Profit’, Economica, vol. XXVI 
(1959), p. 39. In this article I did not attach sufficient importance to the passages 


with which I am about to deal. 
: Bomy ie Rurale, vol. I, p. 313. 
id. 
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one. Since the soins, travaux and risques of a farmer with two ploughs 
of land are unlikely to be twice as great as those of a farmer with 
one, we may perhaps regard this as Quesnay’s nearest approach to 
the modern concept of net profit on capital. In the average case where 
two ploughs are assumed to be employed, Quesnay estimates the 
rétribution at 1200 livres per farmer, which includes living costs of 
600. The normal living costs of the productive class as a whole have 
already been taken account of in the annual reproduction, but strictly 
speaking the surplus of rétribution over living costs should be matched 
by a corresponding increase in the annual reproduction, since all 
incomes in the world of the tableau are assumed to be fully spent in 
one way or another during the course of the year. But Quesnay 
abstracts from this surplus in the fableau,! either because he feels 
that its inclusion would complicate its mechanism unduly? or because 
he does not wish to meddle further with such dangerous thoughts; 
and I shall follow his example in the remainder of this article. 

We are now in a position to explain the final formula of the tableau 
worked out by Quesnay in the Analyse, to solve the problem of where 
the sterile class gets its own manufactured goods from, and to give a 
complete picture of the process of circulation shown in the tableau 
in both real and money terms. 

The general form assumed by the tableau in the Analyse is as follows: 


Productive Class Class of Proprietors Sterile Class 
Annual Adyances Revenue Annual Adyances 
2000 ‘2000 1000 
G A E 
1000 1000 
Sums which B Cc 
are used to 
pay the rev- 
enue and the 1000 
interest on the F 
original ad- 
vances 1000 1000 
D H | 
Total ... 2000 
Expenditure ; 
of the annual 2000 Of which one-half is 
advances held back by this 
——— class for the ad- 
Total .. 5000 vances of the follow- 


— ing year 


1 He includes the rétribution, however, in the striking calculation of the total 
reproduction and expenditure which follows this discussion—a calculation which 
more than any other in the whole of Quesnay’s work reveals him as the great 
master of conjectural statistics which he was. \ 

2Tts inclusion would, of course, cause a change in inter-sectoral trade, since 
one-half of the rétribution, in accordance with the normal Physiocratic assumptions, 
would be spent with the sterile class, 
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In this extremely ingenious formula, Quesnay managed at last to 
include the raw materials transaction and the payment of the farmers’ 
interest in the tableau itself. The thing is perfectly comprehensible 
so far as it goes. AB represents the purchase of 1000 food by the 
proprietors from the productive class, and AC the purchase of 1000 
manufactured goods by the proprietors from the sterile class: these 
two transactions provide the proprietors with the food and manu- 
factured goods they require. EF represents the purchase of 1000 raw 
materials by the sterile class from the productive class, and CD the 
purchase of 1000 food by the sterile class from the productive class: 
these two transactions provide the sterile class with the raw materials 
and food it requires. GH represents the purchase of 1000 manufactured 
goods by the productive class from the sterile class: this transaction 
provides the productive class with the manufactured goods it requires. 
The sums at B, F and D represent the receipts of the productive class 
from its sales to the proprietors and the sterile class; the sums at 
C and H represent the receipts of the sterile class from its sales to the 
proprietors and the productive class. The total receipts of the pro- 
ductive class from these transactions enable it to pay the revenue and 
obtain the interest; the total receipts of the sterile class enable it to 
recoup its costs. This is all that the tableau really tells us: there are 
a number of other things, however, which we have to tell the tableau 
if we are to obtain a complete idea of the process of circulation, and 
it is here that the interpreters have found their happy hunting-ground. 

Before we deal with this, however, let us dispose of the great problem 
which has worried everyone from Baudeau onwards—where does the 
sterile class get its own manufactured goods from? If we assume, 
as would appear from the tableau itself and from Quesnay’s running 
commentary, that the sterile class buys 1000 food and 1000 raw 
materials, uses them up in making 2000 manufactured goods, and 
sells the whole of this output to the other classes, from where does it 
get the manufactured goods which it requires itself? Some commen- 
tators (e.g., Baudeau, and following him Marx and Beer) have 
suggested that the sterile class is able to extract a price for its products 
which is higher than the value of their food-plus-raw-material content. 
Others have suggested that the sterile class is able to produce a sort 
of “ net product ” of its own, similar to that produced by the productive 
class. Neither of these explanations will wash, however: the first 
runs so counter to the assumption of free competition on which the 
tableau is based, and the second runs so counter to the basic doctrine 
of exclusive productivity, as to make it inconceivable that Quesnay 
should in fact have adopted either of them. 

The solution becomes very simple if we remember (a) that although 
Quesnay in the Analyse assumes a closed economy,! the economy is 
not in actual fact closed, and its trade is largely conducted by the 


17.N.E.D., p. 805. 
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sterile class; and (b) that the number of people in the sterile class is 
one-half that in the productive class, so that the total personal con- 
sumption of the sterile class must be one-half that of the productive 
class.1_ Now the total personal consumption of the productive class is 
1000 food and 1000 manufactured goods: the total personal con- 
sumption of the sterile class must therefore be 500 food and 500 
manufactured goods. Thus, although the sterile class appears on 
the face of the tableau to have 500 too little manufactured goods, it 
is clear that it has 500 too much food. The solution to the problem 
now becomes fairly obvious: the 1000 “food” purchased by the 
sterile class actually consists of 500 food for the personal consumption 
of the sterile class and 500 food (and other produce) which the sterile 
class exchanges abroad for foreign manufactured goods.? The 
necessary exchanges may of course be made in a number of different 
ways: one simple way, which seems reasonably consistent with the 
relevant texts, is incorporated in the complete account of the circulatory 
process which now follows. 

In this account we assume that the total annual reproduction is 
6000, and that at the beginning of the circulatory process it is in the 
hands of the productive class in the following form: 1000 interest 
goods; 1000 raw materials for sale to the sterile class; 500 food and 
500 produce for export for sale to the sterile class; 1000 food for sale 
to the proprietors; 1000 food for consumption in natura within the 
productive class; and 1000 fodder for the horses. We assume that 
the total money stock is 2000, that half of this is in the hands of the 
sterile class and half in the hands of the productive class, and that 
the process begins with the sale of the 1000 raw materials by the 
productive class to the sterile class.* 


1 See above, pp. 327-8. 

2 Some such notion is surely implied in the Explication (.N.E.D., pp. 676-7), 
in L’Ami des Hommes (p. 186), and in the Philosophie Rurale (vol. I, p. 332). 

3 6000 instead of the usual 5000, because we are bringing fodder for the horses 
back into the picture. There is no merit whatever in abstracting from it. 

4A problem is involved here over which much ink has been spilt. Quesnay 
and Mirabeau state in a dozen places that the money stock is equal to the revenue 
(i.e., in this case 2000); and Quesnay makes it clear in the Analyse ULN.E.D., pp. 
796 and 801) that the sterile class begins the process with its annual advances of 
1000 in its hands in the form of money. This naturally implies that the other 1000 
of the money stock is in the hands of the productive class, since the proprietors 
are assumed to possess nothing at the beginning of the process except their claim 
to 2000 revenue. A number of commentators have argued that under these cir- 
cumstances the total money stock must in fact be 3000, with 2000 of this in the 
hands of the productive class, since the process must start with the payment 
of the revenue of 2000 by the productive class to the proprietors and its distribution 
by the latter between the productive class and the sterile class. But does the process 
really have to start with these transactions ? Quesnay certainly says in the Analyse 
(.N.E.D., p. 799) that the total reproduction is shared ‘“ d’abord” between the 
productive class and the proprietors; but he also uses the word “ d’abord” in 
connection with the raw materials transaction (ibid., p. 796). I see no reason at 
all why we should not assume that the process starts with the raw materials trans- 
action, in which case the thing can be made to work perfectly well with only 2000 
of money. This does not contradict the Physiocratic assumption of the “* depen- 
dence ”’ of the sterile class: the real essence of this ‘‘ dependence ”’, as I have ex- 
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At the beginning, then, the holdings of the three classes are as — 
follows : 


Productive Class Class of Proprietors Sterile Class 


1. 1000 money Claim to 2000 revenue 1000 money 
1000 interest goods 
1000 raw materials 
(for sterile class) 
500 food and 
500 produce for export 
(for sterile class) 
1000 food 
(for proprietors) 
1000 food 
(for productive class) 
1000 fodder 


The sterile class now buys 1000 raw materials from the productive 
class, so that the holdings become: 


Productive Class Class of Proprietors Sterile Class 


2. 2000 money Claim to 2000 revenue 1000 raw materials 
1000 interest goods 
500 food and 
500 produce for export . 
(for sterile class) 
1000 food 
(for proprietors) 
1000 food 
(for productive class) 
1000 fodder 


The productive class pays 2000 money to the proprietors for the 
revenue, and the sterile class works up its 1000 raw materials into 
2000 manufactured goods, so that the position becomes: 


Productive Class Class of Proprietors Sterile Class 


3. 1000 interest goods 2000 money 2000 mfd. goods 
500 food and 
500 produce for export 
(for sterile class) 
1000 food 
(for proprietors) 
1000 food 
(for productive class) 
1000 fodder 


plained on p. 327 above, consists in the fact that the size of the sterile class’s 
annual product is determined by the total expenditure of the two other classes on 
manufactured goods. The matter is of much less importance than the attention 
paid to it would seem to warrant, since (as Quesnay was well aware) the effectiveness 
of the money stock depends not only on its size but also on its velocity of circulation. 
I suppose, however, that there is some merit in trying to make our account of the 
process conform as far as possible to Quesnay’s own assumptions. 
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The prerequisites of the main inter-sectoral exchanges are now 
completed, and these exchanges themselves begin with the purchase 
by the proprietors of 1000 food from the productive class and 1000 
manufactured goods from the sterile class. The situation now becomes: 


Productive Class Class of Proprietors Sterile Class 
4. 1000 money 1000 food 1000 money 
1000 interest goods 1000 mfd. goods 1000 mfd. goods 
500 food and 


500 produce for export 
(for sterile class) 
1000 food 
(for productive class) 
1000 fodder 


The sterile class now buys the 500 food and 500 produce for export 
from the productive class, so that we then have: 


Productive Class Class of Proprietors Sterile Class 
5. 2000 money 1000 food 1000 mfd. goods 
1000 interest goods 1000 mfd. goods 500 food 
1000 food 500 produce for 
(for productive class) export 
1000 fodder 


The sterile class now exchanges its 500 produce for export, by means 
of overseas trade, for 500 manufactured goods of foreign origin, so 
that the holdings become?: 


Productive Class Class of Proprietors Sterile Class 


6. 2000 money 1000 food 1500 mfd. goods 
1000 interest goods 1000 mfd. goods 500 food 
1000 food 
(for productive class) 
1000 fodder 


Productive activity now begins in the productive class. To explain 
what happens it is useful at this stage to divide the productive class 
into entrepreneurs and wage-earners. The entrepreneurs hire the 
wage-earners and pay them their annual wages of 2000, half in the 


1In actual fact the 500 imported manufactured goods would probably be of a 
luxury character, and thus would be sold to the proprietors, instead of being con- 
sumed by the sterile class and the productive class as my scheme implies. This 
point could be dealt with easily enough by assuming that at stage 2 the sterile class 
buys, say, only 500 raw materials instead of 1000, spending the remaining 500 of 
its 1000 money on produce for export which it forthwith exchanges for foreign 
manufactured goods. The latter would then be sold to the proprietors (along with 
500 of the sterile class’s own manufactured goods) at stage 4. Alternatively, it 
could be assumed that one-half of the raw materials purchased by the sterile class 
at stage 2 is exported in exchange for foreign manufactures. But the consequential 
adjustments in the items and transactions would make the model unnecessarily 
complex: such a degree of refinement is hardly necessary. 
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form of money and half in the form of food. The position now 
becomes: 


Productive Class Class of Proprietors Sterile Class 
Wage-earners Entrepreneurs 
7. 1000 money 1000 money 1000 food 1500 mfd. goods 
1000 food 1000 interest 1000 mfd. 500 food 
goods goods 
1000 fodder 


The wage-earners of the productive class now buy 1000 manu- 
factured goods from the sterile class, bringing the position to: 


Productive Class Class of Proprietors Sterile Class 
Wage-earners Entrepreneurs 
8. 1000 food 1000 money 1000 food 1000 money 
1000 mfd. 1000 interest 1000 mfd. 500 food 
goods goods goods 500 mfd. goods 
1000 fodder 


As production proceeds in the productive class, the non-monetary 
holdings of the different classes are consumed. The wage-earners of 
the productive class consume their 1000 food and 1000 manufactured 
goods. The entrepreneurs use their 1000 money to buy the 1000 interest 
goods from one another; employ these goods in the replacement and 
repair of their fixed capital, stocks, etc.; and feed the 1000 fodder 
to their horses. The proprietors consume their 1000 food and 1000 
manufactured goods. The sterile class consumes its 500 food and 500 
manufactured goods.*”, When the harvest appears, the position returns 
to that displayed at stage 1 above, and the whole process can take 
place over again. This scheme, I think, fulfils all the basic conditions 
of the tableau, reduces the items abstracted from to a minimum, and 
is reasonably consistent with Quesnay’s accounts of what actually 
happens. 


I 


If the tableaux of the first three editions and the Analyse were 
primarily designed to explain and display the situation in the state 
of bliss, most of the tableaux in L’Ami des Hommes, the Philosophie 
Rurale and the two Problémes Economiques were designed to illustrate 
the operation of causes leading to movements away from or towards 


1 The assumption that half the wages is paid in the form of food accords with 
Quesnay’s statement that 1000 food is consumed in natura within the productive 
class and thus does not “‘ enter into trade’’. If, however, one wished to assume 
that the wages were paid entirely in money, 1000 of this money would simply be 
paid back to the entrepreneurs in return for 1000 food, so that the position would 
become identical with that shown in 7. As stated above, we are abstracting from 
the surplus of the farmers’ rétribution over their living costs: the living costs them- 
selves, we may conveniently assume, are included in the wages of 2000 paid to 
the wage-earners. 

2 Thus enabling it, after it has purchased 1000 raw materials at the beginning of 
the next round, to produce 2000 manufactured goods. 
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this state of bliss. These causes were conceived to be largely due to 
changes in government policy, but it was also recognised that they 
could be due to changes in “ private” factors, notably tastes.1 Let 
us begin by considering the Physiocrats’ treatment of the effect of a 
change in tastes of a particular type. 

Suppose, says Quesnay in the Explication, that the proprietors 
decided to indulge in /uxe de décoration, and began to spend more 
than half their revenue with the sterile class and less than half with 
the productive class: the immediate result, he argues, would be a 
reduction in the revenue, and if this change in tastes continued the 
nation would very soon be ruined.? This situation was illustrated by 
Mirabeau in L’Ami des Hommes, with the aid of the original zigzag 
formula, in the following way: starting from the state of bliss, we 
assume that the proprietors suddenly decide to increase their expendi- 
ture on the products of the sterile class by one-fifth, and that the 
productive class and the sterile class follow their bad example. The 
productive class now sends three-fifths of its receipts to the sterile 
class, instead of one-half, and the sterile class sends two-fifths of its 
receipts to the productive class, instead of one-half. The tableau then, 
as Mirabeau puts it, ‘‘ has lost its equilibrium ”’,* and appears as 
follows: 


Productive Clauss Class of Proprietors Sterile Class 
Annual Advances Revenue Annual Advances 
2000 _—s produce net 2000 1000 
800“Teproduce net 800 1200 
480 Teproduce net 480 480 
{92 reproduce net 192 288 
115 YTeproduce net 115 115 
Total .. 1684 Total .. 1684 Total .. 2211 


1Cf. the classification given by Mirabeau in L’ Ami des Hommes, pp. 231-2. 

27.N.E.D., pp. 675-6. ; ; 

3 L?Ami des Hommes, p. 232. The relevant tableau will be found facing p. 231. 
Cf. the treatment of the same problem in the Philosophie Rurale, in terms of the 
précis (vol. IU, pp. 29 ff.). 


c 
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The total receipts of the productive class from the inter-sectoral trans- 
actions have been reduced from 2000 to 1684, and the revenue is 
naturally reduced by the same amount. The receipts of the sterile 
class, however, have been increased from 2000 to 2211. 

But, it might be asked, does not the increase in the receipts of the 
sterile class go quite a way towards compensating for the bad welfare 
effects of the reduction in the receipts of the productive class? The 
treatment of this objection in the Philosophie Rurale is a good example 
of the way in which the Physiocrats dealt with such problems of 
welfare. It is admitted that the receipts of the sterile class will rise 
substantially in the first year. But what about the subsequent years ? 
In the second year the revenue will be smaller, so that the amount 
spent by the proprietors with the sterile class, and therefore the receipts 
of the latter class, will be reduced as compared with the first year. 
Eventually, as the process continues, the receipts of the sterile class 
will fall to their level in the state of bliss and begin to decline below 
this level. From a static point of view, looking at the first year only, 
it would appear that the gains of the sterile class to quite a large extent 
offset the losses of the productive class. From a dynamic point of 
view, however, looking at the process as it continues over several years, 
everyone will lose; and nothing can arrest the process of decline, 
other things being equal, except an increase in the propensity to consume 
agricultural produce.? Arithmetically, all that is involved in the 
analysis of the position of the sterile class is the simple fact that if a 
sum rises from x per cent of a to y per cent of a, it will eventually 
drop below its original level if a continuously decreases. Economically, 
of course, much more than this is involved: nothing less, indeed, 
than the whole basic Physiocratic theory of the exclusive productivity 
of agriculture and the dependence of the sterile class on the expenditure 
of the other two classes (particularly that of the proprietors) and 
thus on the size of the revenue. 

The “‘ public ’”’ as distinct from the “ private” causes of movements 
away from or towards the state of bliss were mainly sought by the 
Physiocrats in the fields of trade and taxation policy. If restrictions 
on trade in raw produce (both internal and external) were eased, it 
was assumed, the price of the produce and thus the size of the revenue 
would be increased, whereas if these restrictions were tightened up 
the reverse would happen.* Again, if the Exchequer increased the 
proportion of “‘ direct” taxes on the revenue to “indirect” taxes 
on men, commodities or consumption, the revenue would rise, whereas 


1A tableau is drawn to show the position in the second year (Philosophie Rurale, 
vol. Il, pp. 35-6). 

2 A tableau inverse is drawn to show the effects of such an increase (Philosophie 
Rurale, vol. Il, pp. 45-7). 

3 Cf. Mirabeau, L’Ami des Hommes, p. 253: “* We see in the tableau that nothing 
can move except through the revenue, that it is it which sets the whole circulation 
going ”’. 

« The reasons for the assumption that free trade would lead to a rise in the price 
of French produce are set out in Quesnay’s early Encyclopedia articles. 
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any move in the opposite direction would cause a decline in the revenue.? 
The data of the basic tableau representing the state of bliss were 
selected on the assumption of the existence both of free trade and of 
the imp6t unique, and various tableaux were constructed to show the 
departures from this optimum situation which would occur if these 
conditions did not in fact obtain. At bottom, of course, the purpose 
of these tableaux was to show that the main reason for the failure 
of the French economy to reach the state of bliss depicted in the 
basic tableau was the failure of the government to take the necessary 
steps to see that these conditions were fulfilled. 

To illustrate the interesting techniques employed to analyse these 
cases, let us take first Quesnay’s Premier Probleme Economique, which 
deals with the effects of a rise in the price of produce brought about 
by an assumed restoration of free trade.2 The problem is framed at 
the outset in welfare terms: would the advantage to sellers caused 
by the rise in prices outweigh the disadvantage to buyers ?? Quesnay 
deliberately takes a fairly complex case for analysis, where the annual 
advances of the productive class are assumed to be burdened with 
‘indirect ” taxes. He starts with the situation represented in the 
following sub-optimum tableau: 


Class of 
Productive Class Proprietors Sterile Class 
Annual Advances Revenue Annual Advances 
1950 400 475 
Sums which are | 200 200 
used to pay the 
revenue and the\ 475 
interest on the 
original advances \ 475 750 
Total 950 
Expenditure of — 
the annual 1950 Of which one-half is held 
advances — back by this class for the 
Total .. 3100 advances of the following 
poet year. 


The ratio of the revenue to the productive class’s annual advances 
is here assumed to be much lower than in the basic tableau, owing to 


1 “Tndirect” taxes, in the Physiocrats’ terminology, are all taxes other than 
those laid directly on the revenue. 

2 Similar problems are dealt with in terms of the zigzag in L’Ami des Hommes, 
and in terms of the précis in the Philosophie Rurale. 

3 7.N.E.D., p. 859. 
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“a deficiency in the original advances required to carry on proper 
cultivation ”’4; and the productive class’s annual advances are 
assumed to be burdened with “indirect” taxes of 450, so that this 
class’s expenditure on manufactured goods (equal to one-half of its 
*‘ true ’” annual advances of 1500) is only 750. The tableau “ abstracts 
from the progressive development of the decline” caused by the 
deficiency in the original advances, and represents the situation in one 
given year.’ 

Quesnay now assumes that the price of produce rises by one-sixth 
above its present level as a result of the restoration of free trade. 
This price rise will affect the whole of the annual reproduction of 
3100 with the exception of the 750 food which is consumed in natura 
within the productive class, so that the annual reproduction in the 
subsequent year will rise to 3492.3 Quesnay now subtracts the pro- 
ductive class’s reprises from this annual reproduction of 3492 in 
order to arrive at the amount available for the revenue. The reprises, 
taking the rise in prices into account, now amount to 2950,* so that 
the amount left over for the revenue is 542. 

A further refinement is now introduced. The restoration of free 
trade, Quesnay argues, will in fact cause a greater increase in the 
revenue than that which has just been calculated. It has been estimated, 
he says, that the “ greater equality between the price of the product 
in its sale at first hand and its price in the last purchase, i.e. in the 
purchase made by the consumer” which free trade will bring about 
will cause a rise of one-tenth in the productive class’s receipts from 
its sales at first hand.° This rise, amounting to 235,° he implies, will 
crystallise out in the form of rent, so that the revenue will rise from 
542 to 777. We can now work out a new tableau representing the 
general situation in the following year, when the revenue will be 777, 


the annual advances of the productive class 2075,? and the annual 

1 Jbid., p. 860. 

2 Ibid. 

3 3100 +4 (3100 — 750) =3492. The total reproduction of 3100 shown in the 
tableau is made up as follows: 750 interest goods; 475 raw materials for the sterile 
class; 475 food and produce for export for the sterile class; 200 food for the 
proprietors; 750 food for the productive class; and 450“ indirect ” taxes. Fodder 
is again abstracted from. 

‘The reprises in this case=the “ true”? annual advances+ the interest + the 
taxes. The “ true” annual advances consist of 750 produce consumed by the 
productive class in natura which does not “‘ enter into trade’? and is therefore 
unaffected by the price rise, plus 750 produce which does *‘ enter into trade”’ and 
which the price rise of one-sixth therefore raises to 875. The interest is 750, which 
the price rise of one-sixth raises to 875. The taxes are 450, and are unaffected by 
the price rise. 750+875 +875 +450=2950. I have corrected some arithmetical 
errors made by Quesnay in the calculations here, which means that my figures 
are different from Quesnay’s; but this does not affect the substance of the 
argument. 

® The reference here is mainly to some calculations worked out by Quesnay in 
his early Encyclopedia articles. See, e.g., I.N.E.D., pp. 531 ff. 

® Since the value of the produce “* entering into trade” is 2350 (i.e. 3100 — 750). 

7750 produce consumed in natura+875 produce which “ enters into trade” 
(the original 750 augmented by one-sixth as a result of the price rise) +450 taxes. 
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advances of the sterile class 631-75. This tableau will appear as 
follows : 


Class of 
Productive Class Proprietors Sterile Class 
Annual Advances Revenue Annual Advances 
2075 Weal 631:75 


Sums which are; 388-5 388-5 
used to pay the 

revenue and the< 631-75 

interest on the 

original advances| 631-75 875 


Total 1263:°5 


Expenditure of Of which one-half is held 
the annual 2075 back by this class for the 
advances advances of the following 


TET year, 
otalowe 3/27 


Everything balances very nicely; and if this new tableau is compared 
with the previous one it will be seen that the receipts of all three classes 
have substantially increased. In money terms all classes are better 
off, but, as Quesnay recognises,” the tableau tells us nothing about 
what has happened in real terms. The full solution of the welfare 
problem thus involves a further calculation, in which Quesnay places 
side by side the money expenditure of the different classes and the 
‘“* measures ” of real product which each can purchase. This calculation 
is interesting enough as an exercise in what might be called dynamic 
welfare economics, but since it is rather complex and adds little to 
our understanding of the tableau itself I shall not attempt to summarise 
it. The general conclusion reached is that the proprietors and the 
sterile class will be better off in real terms as a result of the price rise, 
and that the productive class will be no worse off (and will, indeed, 
be better off during the term of its leases, until its extra gains crystallise 
out into rents). 

Finally, let us take a less arduous illustration of the use of the 
tableau in the analysis of the dérangements caused by a taxation 
policy different from that advocated by the Physiocrats. Starting 

1 The total product of the sterile class=one-half of the new revenue of 777 (i.e. 
388-5) -+the new expenditure of the productive class with the sterile class (i.e. 875). 
The annual advances of the sterile class, as usual, are assumed to be one-half of 


the sterile class’s total product (i.e. 631-75). 
2 ..N.E.D., p. 864. 


342 ECONOMICA [NOVEMBER 


from the state of bliss, we assume that an “impét personnel’ of 50 
is levied, one-half on the agents of the productive class and one-half 
on the agents of the sterile class. We may illustrate this case, as 
was done in the Philosophie Rurale, with a tableau of the simple précis 
type?: 


Productive Class Class of Proprietors Sterile Class 
Annual Advances Revenue Annual Advances 

2000 2000 1000 
ooo '————-—+ oF? 
1000 1000 
Taken for impét 25 Taken for inipét aS 
Balance 975 Balance 975 
987°S 1000 
Total .. 1962°5 Total .. 1975 


The key assumption here is that the productive class’s annual advances 
remain for the time being at 2000, so that its purchases from the 
sterile class remain at 1000. The impdét, however, in effect abstracts 
25 from the sterile class’s receipts from the proprietors, reducing them 
to 975. The total product of the sterile class is thus reduced to 1975, 
so that its annual advances will be reduced to one-half of this sum, 
i.e. 987-5. (Here, it will be observed, two successive periods are in 
effect telescoped into one tableau, contrary to the usual Physiocratic 
practice.) The total annual reproduction is now no longer 5000, but 
4950, made up as follows: 


The advances of the productive class aA 2000 
The portion of the revenue (net of impét) which passes 

directly to the productive class .. 975 
The total of the sums sent back to the productive class by 

the sterile class (as shown in the tableau) ae 987-5 


The sum received by the productive class when the sterile 
class uses its annual advances to buy raw materials (not 
shown in the tableau) A Be the ae ate 987-5 


‘Total. 4950 


Since the reprises of the productive class are still 3000, this leaves 
only 1950, instead of 2000, for the revenue. If the productive class 
1 Philosophie Rurale, vol. Il, pp. 270-1. Similar problems are analysed in 


L’ Ami des Hommes in terms of the zigzag, and in the Second Probléme Economique 
in terms of the formule. 
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is obliged, as it normally will be, to pay the full 2000 to the proprietors, 
it will have to reduce its annual advances by 50 in the succeeding period, 
so that the revenue reproduced (assuming a continuance of the same 
ratio between annual advances and revenue) will also be reduced 
by 50. 

We have now considered the way in which the Physiocrats used the 
zigzag, the formule and the précis to analyse the three main types of 
dérangements with which they concerned themselves. Once the 
mechanism of the basic tableau is understood, there is no real difficulty 
in understanding the tableaux used to analyse the dérangements. The 
problem of interpretation therefore reduces itself to the problem of 
the connection between the tableau-type of analysis and certain methods 
of analysis which have been developed in our own times. 

The Physiocrats’ methods of dealing with the dérangements, as I 
have described them above, may appear to smack somewhat of special 
pleading. And it is indeed true that the tableau was mainly used by 
Quesnay and Mirabeau to provide a sort of arithmetical confirmation 
of the validity of the leading Physiocratic battle-cries. Down with 
luxe de décoration !—the tableau shows the dreadful things which 
happen when the propensity to consume manufactured luxuries 
increases. Down with restrictions on trade !—the tableau shows the 
increase in welfare which will result from the abolition of these restric- 
tions and the consequential rise in prices. Down with “ indirect ” 
taxes !—the tableau shows that they are borne by the revenue anyway, 
so why not lay all taxes directly on the revenue and save the unpleasant 
consequences which the “indirect ’ form of imposition brings in its 
train? The tableau was certainly designed by Quesnay with these 
policy proposals uppermost in his mind, and it cannot be properly 
understood unless its connection with these policy proposals is fully 
appreciated. But the general approach to the analysis of economic 
phenomena which the tableau reflects and embodies is of much wider 
significance: it can obviously be employed in other contexts, where 
the policy proposals involved, and also the basic theoretical assump- 
tions, are quite different from those of the Physiocrats.1 It is these 
general aspects of the tableau-type of analysis, naturally enough, which 
are of most interest to present-day economists, and we must therefore 
conclude our interpretation of the tableau with a brief study of four 
different parallels which have recently been drawn between the tableau 
and certain modern methods of analysis. 

The first parallel is that between the tableau and the Walrasian 
general equilibrium system. The tableau, says Schumpeter, ‘‘ was the 
first method ever devised in order to convey an explicit conception 
of the nature of economic equilibrium ”’.2 There is an important 
sense in which this is true: Quesnay did, after all, visualise the economic 


1 The most obvious example, of course, is provided by Marx’s famous repro- 
duction schemes, which seem to have owed their origin to Marx’s study of the 
Analyse. 

2 History of Economic Analysis, p. 242. 
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process as a whole, each part being conceived as dependent upon and 
interconnected with every other part, with the different parts being 
held together by means of mutual exchanges. But the parallel should 
not be carried too far. For, in the first place, Quesnay did not say 
merely that everything in the economic universe depends upon every- 
thing else: he also broke the chain of causes at a particular point, 
isolating a certain set of factors which he regarded as exercising a 
primary determining influence on the total situation. Most present- 
day economists, of course, would want to say that he broke the chain 
at the wrong point,’ and many would want to say that there was really 
no need for him to break it anywhere. The fact remains, however, 
that he did break it, and this must be regarded as an important quali- 
fication of the parallel which we are now considering. In the second 
place, the “‘ equilibrium ” depicted in the basic tableau is an “* equili- 
brium ” of a rather special kind. The system is certainly conceived 
to be “in equilibrium ”’ in the sense that the different branches of the 
economy support one another and get just what they need from one 
another by means of exchange, in such a way that at the end of the 
year the whole process can be exactly repeated. But the “ equilibrium ” 
depicted in the tableau is hardly stable: at the best it is neutral, and 
at the worst it is unstable. Quesnay did not imagine that there were 
any forces inherent in the system which would pull it back towards 
this “ equilibrium ”’ situation if it should happen to depart from it: 
on the contrary, the whole purpose of the exercise was to show that 
this situation could be reached only as the result of certain specific 
government policies and the direction of private expenditure along 
certain specific lines, and that once it had been reached the slightest 
relaxation of these conditions would cause at the best the re-establish- 
ment of “ equilibrium ” at a lower level of output, and at the worst 
(and more usually) a progressive decline in output and produc- 
tivity. 

The second parallel is that between the general approach adopted 
in the tableau and the modern “ Keynesian” approach. Once again 
there is an important element of truth in this parallel: the general 
** equilibrium ”’ of which I have just spoken was certainly conceived as 
an equilibrium of economic aggregates, much in the Keynesian manner.? 
It is also true that Quesnay concerned himself greatly with the reduc- 
tions in output which were associated with the dérangements, although 
before we draw any over-hasty Keynesian parallels here we should 
remember (a) that the main types of dérangements were conceived as 
being caused by faulty government policy and the improper direction 
of expenditure by the proprietors rather than by any inherent defect 
in the economic mechanism itself; and (6) that the main emphasis 
was usually placed on reductions in output rather than on reductions 


1Jt is the “* wrong” point today, certainly; but it may well have been the “* right” 
point in France in the middle of the 18th century. 
2 Cf. Schumpeter, op. cit., p. 243. 
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in employment.! The analogy sometimes drawn between the mechan- 
ism disclosed in the zigzag and the Keynesian multiplier-type of 
analysis is to my mind rather formal: the zigzag certainly shows in 
an impressive way that the expenditure of one man’s income generates 
income for another man, which in turn generates income for another, 
and so on, but the important point is surely that in spite of this ‘‘ mul- 
tiplier ” effect the income of the nation as a whole (and of each class 
in it) is conceived, at any rate in the state of bliss, to remain precisely 
the same from year to year. More striking, I think, are the analogies 
which can be drawn between the Keynesian and Physiocratic analyses 
of the effects of hoarding, and between the Keynesian concept of 
under-employment equilibrium and the Physiocratic notion that the 
process of dégradation may stop at a “ point fixe”’ and remain at that 
point for some time in the absence of “ chocs extérieurs”’.? 

The third parallel is that between the general method of analysis of 
the Physiocrats, as reflected in the tableau, and the modern “ dynamic ” 
methods of analysis. The basic tableau, of course, represented a 
“static”? situation, in the sense that it depicted a system with a 
circular flow; but the tableau-type of analysis was mainly used in 
connection with an essentially “‘dynamic” problem—that of the 
movement of the system as a whole away from or towards the state 
of bliss represented in the basic tableau. From this point of view, 
it is quite correct to visualise the tableau-type of analysis as the first 
deliberate attempt ever made to construct a dynamic welfare economics. 
Essentially, however, if we must employ modern labels, the general 
method used in the analysis of this “ dynamic” problem was closer 
to that of comparative statics, or to that of the Robertsonian period 
analysis, than to any of the methods which most modern economists 
would want to call truly “dynamic”. The range of the tableau 
itself is in fact limited to the analysis of the effects of a once-over 
change occurring in a given year in a given situation. For example, 
if the proprietors’ propensity to consume manufactured goods increases 
in year 2 as compared with year 1, we can draw up a tableau which 
will show how the situation at the end of year 2 differs from that at 
the end of year 1: Ifin year 3 the proprietors’ propensity to consume 
manufactured goods still remains at its year 2 level, we have to draw 
up another tableau, which will show how the situation at the end of 
year 3 differs from that at the end of year 2. All we are really doing 
here is to assume that the once-over change which we analysed in 
relation to year 2 is repeated in year 3. We can, of course, if we want 
to, make generalisations about the nature and direction of the 
alterations in the general situation which will occur over a period of 
years as a result of these repeated changes, but if we do so we will 


1J%n the latter respect, speaking very broadly, the Physiocratic analysis was 
essentially long-term: population was simply conceived to adjust itself to altera- 
tions in output. 

2 See the Philosophie Rurale, vol. I, pp. 141 ff. 
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have arrived at them by a general method of analysis which seems 
to me to be essentially ‘ static” rather than ‘“‘ dynamic ” in character. 
There is one important qualification to be made here, however: with 
the Physiocrats this “ static’ method of analysis was closely associated 
with, and largely inspired by, a general (semi-“‘ materialist ’’) theory 
of socio-economic development, which some modern economists 
would want to call ‘ dynamic ” in character. 

The fourth and last parallel is that between the tableau and the 
Leontief input-output system. It is easy enough to arrange the data 
of the basic tableau in the form of a three-industry closed Leontief 
model, as follows!: 


PURCHASING “INDUSTRY ” 


PRODUCING I I ll Total 
“INDUSTRY ” Productive Class of Sterile Produc- 
Class Proprietors Class tion 
I. Productive 2000 1000 2000 5000 
Class (1000 food; 1000 (food) (1000 raw materials; 
interest goods) 500 food; 500 
produce for export) 
II. Class of 2000 0 0 2000 
Proprietors (rental services) 
III. Sterile 1000 1000 0 2000 
Class (manufactured (manufactured 
goods) goods) 
Total Purchases 5000 2000 2000 9000 


Quesnay would certainly have raised his eyebrows at this model, 
which effectively conceals the difference between the surplus-producing 
capacity of the productive class and that of the sterile class, and 
obliges us to assume that the proprietors produce “ rental services ” in 
return for their revenue; but there is no doubt that the model does 
provide an effective way of explaining the actual mechanism of the 
tableau to economists who are unfamiliar with Physiocratic ways of 
thought. I doubt, however, whether the parallel is very significant 
in itself: the Physiocratic aggregates, after all, can readily be trans- 
lated into the terms of any other model which deals with the equilibrium 


* This is a slightly modified version of the table given by A. Phillips, op. cit., 
p. 141. The main figures relate to the money values of input and output, but I 
have put in brackets the real constituents of each item in order to facilitate com- 
parison with the accounts of the basic tableaux given above. The model does not 
of course show the transaction in which the sterile class uses its 500 “* produce for 
sents ” to buy foreign manufactured goods; and fodder is once again abstracted 
rom. 
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of similar aggregates, provided that the appropriate modifications 
are made in the basic theoretical assumptions.? ; 

One general point of some importance does, however, emerge 
from this comparison with the Leontief system. The particular feature 
of the tableau which makes the comparison possible is the fact that 
Quesnay gave specific values to his aggregates—values which as we 
have seen were by no means arbitrary, but based on a careful study 
of such statistics as were then available of national income, sector 
incomes, productivity, population, etc. The tableau is far from being 
the ideal and airy thing which it is sometimes made out to be: on 
the contrary, it is one of the most striking examples in the whole 
history of economic thought of the achievement of a harmonious unity 
between abstract theory and concrete investigation.2 And if we add 
that it also embodies a fairly advanced understanding of the key 
causal significance of relations between socio-economic groups, it 
should become clear that it is not only economic antiquarians who can 
benefit from its study. 


University of Glasgow. 


1Cf,, for example, the well-known comparison between the reproduction schemes 
of Quesnay, Marx and Keynes made by Shigeto Tsuru in his appendix to P. Sweezy’s 
Theory of Capitalist Development. 

2 Tt is interesting that Leontief singled out this point for emphasis in his speech 
at the Quesnay bi-centenary celebrations at the Sorbonne in June 1958. (See 
Bi-centenaire du‘‘ Tableau Economique” de Francois Quesnay, Paris, 1958, p. 38.) 
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A Note on Revealed Preference’ 
By David GALE 


The background of the problem is roughly this: Samuelson first 
enunciated the Weak Axiom which gives a simple necessary con- 
dition for the “‘ rationality ’’ of a consumer’s behavior.2, Houthakker 
has remarked that this axiom is “ not sufficient, however, to determine 
whether or not consumer’s preferences can be described by a utility 
function’. (He then states his Strong Axiom of Revealed Preference 
which he shows is sufficient for the existence of the desired utility 
function.)? More recently Arrow has in effect questioned the correct- 
ness of Houthakker’s statement quoted above by remarking :* “* Despite 
a common opinion, it has not yet been shown that the Weak Axiom 
is not sufficient to ensure the desired result. The question is still open ” 
Further doubt is cast upon the independence of the Weak and Strong 
Axioms by Uzawa who writes concerning a recent result:5 “‘ The main 
purpose of this paper is to prove that, for choice functions with certain 
qualitative regularity conditions Samuelson’s Weak Axiom implies 
Houthakker’s Strong Axiom’. On the other side of the question 
Samuelson has argued that it should be possible to start with the 
demand function of a rational consumer and perturb it in such a way 
that it continues to satisfy the Weak Axiom but fails to satisfy the 
Strong. He further expresses the view that Uzawa’s qualitative 
regularity conditions are perhaps integrability conditions in disguise. 

The purpose of this Note is to give a simple example of a demand 
function (continuous and differentiable almost everywhere) satisfying 
Samuelson’s Weak Axiom and yet not coming from a utility function. 
This settles Arrow’s open question: the Weak Axiom is not sufficient 
for the existence of a utility function. It confirms the statement made 
by Houthakker. The procedure is on the lines suggested by the argu- 
ment of Samuelson. 

In addition to resolving this minor controversy the result may be 
useful in problems of demand theory involving a group of consumers 
rather than a single consumer. In such cases one is often tempted to 

1 This work was ap parted in part by the Office of Naval Research (U.S.A.) 
under Task NR047. 018. 

2 P. A. Samuelson, “* A Note on the Pure Theory of Consumer’s Behaviour ”’ 
Economica, Vol. V (1938), pp. 61-71. 

3H. S. Houthakker, ‘‘ Revealed Preference and the Utility Function’’, Economica, 
Vol. XVII (1950), pp. 159-174. 

*K. J. Arrow, “‘ Rational Choice Functions and Orderings ”, Economica, Vol. 
XXVI (1959), pp. 121-7. 
5H. Uzawa, “* Preference and Rational Choice in the Theory of Consumption ”’, 


Proceedings of a Symposium on Mathematical Methods in the Social Sciences. 
Stanford University Press (forthcoming). 
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‘make the assumption that the group acts like a single fictitious in- 
dividual who consumes in accordance with some sort of aggregate 
preference ordering. Our result indicates that only under exceptional 
circumstances will such an assumption be justified. However, for 
some purposes it may be sufficient to know only that the community 
demand function satisfies the Weak Axiom. Our result shows that this 
assumption is definitely weaker than the previous one. Indeed, there 
are indications that unless the members of a community have highly 
divergent tastes the community’s demand function will in fact satisfy 
the Weak Axiom. 


1. THE PROBLEM 


We consider an economy in which there are n goods and a single 
consumer with a fixed income which for convenience will be assumed 
to be unity. For each set of unit prices, p,, ..., p, which may be 
assigned to the n goods it is assumed that the consumer will choose 
certain quantities x,,..., x, of these goods subject to the condition 
that the total cost of the goods shall not exceed his income. We are 
thus led to define the consumer’s demand function D as a mapping 


from non-negative (price) vectors p = (pi, . . ., p,) into non-negative 
(goods) vectors x = (x1, . . ., X,) = D(p) which satisfies the budget 
inequality, 

(1) pD(p) = 1, 


where juxtaposition of vectors stands for scalar product. (In general 
D(p) may be a set of vectors rather than a single vector, but for present 
purposes we restrict ourselves to the case where D is single-valued.) 

We say that the demand function D comes from a preference function 
if there exists a real valued function ¢ defined on non-negative (goods) 
vectors x.such that D(p) maximizes ¢(x) subject to (1) above. 

An obvious necessary condition that D come from a preference 
function is that it satisfy the 


Weak Axiom of Revealed Preference: 
If p and q are price vectors and 
pD(q) = \and gD(p) = 1 


D(p) = D(q). 


We proceed to exhibit an example of a demand function which 
satisfies the Weak Axiom but does not come from a preference function. 


then 


2. THE EXAMPLE 

In attacking this problem we decided to limit ourselves at first 
to the simplest type of demand function we could think of, and linear 
functions immediately suggested themselves. Actually, because of the 
budget inequality, a demand function cannot be linear, but it can be 
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a linear function suitably normalized so as to satisfy the budget 
condition. Thus, if A is an nxn matrix, a legitimate demand function 
is given by 

(2) D(p) = Ap|pAp 
where p is positive and belongs to some domain for which Ap is non- 


negative. It will be observed that the budget relation for this case 
becomes an equation since from (2) we have 


(3) pD(p) = 1 


Now, assuming that A is non-singular and n is greater than 2 we 
have the following: 


Lemma: A necessary condition that the demand function D above 
come from a preference function is that the matrix A be symmetric. 


Proof. Since A is non-singular the reader will easily verify that the 
inverse of the function D is given by 


(4) p= D"! (x) = Bx/xBx where B= A+, 


Now from classical constrained maximum theory we know that if D 
comes from a preference function ¢ then p must be proportional to the 
gradient of ¢ at each point x, which amounts to saying that the function 
D-!(x) is integrable, i.e., there exists a scalar function A(x) such that 
\(x)D7(x) is a gradient. In the case of (4) we are demanding that 
the function Bx be integrable since Bx is simply D~/(x) multiplied by 
the scalar function xBx. 

Although the lemma is valid generally we shall give the rest of the 
proof only for the case in which B is a 3 X 3 matrix since this is the 
only case that will concern us from here on. Denote for the moment 
the co-ordinates of Bx by f,(x), f(x), s(x) and recall that a necessary 
condition for integrability is that 


4; ofr _ofs +f, fs TaN 3 of, Os ue 
Ox3 OXs *"\ Ox, x5 Nox, Ox, 
(See, for example, D. V. Widder, Advanced Calculus, page 251, 
Exercise 17.) / 
In the present case this becomes 


(5) 51x(Bes — Bg2) + b2x(Bgi — Big) + 5gx(Bi2- Bai) = O, 


where b; stands for the ith row vector of B. Since (5) must hold for 
all x in some domain, in particular for three linearly independent 
values of x, it follows that B,= 8, for all ij. Hence B and therefore 
A(= B~) is symmetric. 

In order to produce the desired example it will suffice to exhibit 
a matrix A which is not symmetric but such that the demand function 
D given by (2) satisfies the weak axiom. A natural way to get 
such a matrix is to start with one which does come from a preference 
function and then perturb it so as to destroy symmetry. (The sort of 
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procedure suggested by Samuelson.) As the unperturbed matrix we 


take 
Bey | GA ae) 
a=( 23 2). 
De He ae 


One verifies by a standard calculation that the corresponding 


demand function 
Dp) = A’p|[pA'p 


is that of a consumer who is maximizing the preference function 
¢ given by 
2 2 2 
P(X 1, X25 X3) = 4(XyX_ +XyXyt XgX1) +x i +x ; a a 


(this fact will not be needed in the argument which follows). 
The perturbed matrix which provides us with the desired example is 


-3 4 0 
7 0-3 4f. 
4 0 -3 


Clearly, many other perturbations would do equally well. 

We call attention to one fact which the reader may already have 
observed. Since a demand function is required to take positive 
vectors into non-negative vectors the function D(p) = Ap/pAp will 
not define a demand function for all positive price vectors but only 
for the convex cone C of vectors p which satisfy the inequality 


Ap ZO. | 


That this cone C is not empty is easily verified by noting that the 
vector (1, 1, 1) is an interior point of C. Now, one generally requires 
that a demand function be defined for all positive prices. In section 4 
we will show how the function D can be extended continuously from 
C to the entire positive octant in such a way that it will still satisfy the 
weak axiom. Our present task is to show that D satisfies the weak 
axiom for price vectors lying in C. 


3. THE PROOF 
In order to verify that D satisfies the weak axiom we suppose that 
p and q are vectors in C for which 


(6) pDq) = 1 and gD(p) $1, 
or, since D(p) = Ap/pAp. 

(7a) pAq 3 qAq. 

(7b) gAp S&S pAp. 


Now let A = pAp/qAp (the denominator is not zero since q is positive 
and Ap is semi-positive). Note that from (7b) 


(8) Vet 
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Defining q’ = Aq we have from the definition of 4 that 


(9) (q’-p)Ap =0 
and from (7a) pAq’= ApAqg S \*pAq S A*qgAq = q'Aq' so 
(10) (q' - p)Aq’= (q’- p)A(G’- Pp) + (G- P)Ap 2 O. 
Letting z = q’ — p we get from (9) and (10) 
(11a) ZApi— 0; 
(11b) zAz 20. 


We shall show that this is possible only if z= 0. First, from (11a) 
since Ap is non-negative, z cannot have all its components of the same 
sign. Next, expanding zAz for our particular matrix A we have 

(12) zAz = -— 3z,- 3z; ~ 32; + 4(24Ze+ ZeZ3-+ 2371), 
and from symmetry we may assume that, say, z, and z, have the same > 


sign while z, has the opposite sign or vanishes. We re-write (12) in 
the form 

(13) zAz = — (3zi —471Z5+ 3z;) - 32; + 47,(z,+ Z2) 
and observe that the first two terms are negative definite while the last 
term is non-positive because of our assumption on the signs of z, Zs, Z3. 
Therefore the form (13) is negative except when z = 0 as asserted. 
But this means that p = q’= Aq and substituting in (7a) gives 

AgAq S qAq 

so A <1, hence from (8) A= 1, and therefore p = g and the weak axiom 
is satisfied. 


4. EXTENDING D TO THE POSITIVE OCTANT 

If A is the matrix of the previous section and p = (pj, Po, Ps) is 
any price vector than 

Ap = (— 3p, + 4P2, — 3p. + 4D, 4P1 — 3p3). 

Thus far the function D has only been defined for p in the cone C for 
which Ap is non-negative. We must now extend the function to all 
positive vectors p. We first note that Ap cannot have all its co-ordinates 
negative for this would mean 


4 4 4 
ine 3 Pe» Pa = 3 Ps Ps = 3P1 


which is clearly impossible. We need therefore consider only the 
cases in which one or two of the above inequalities hold and because 
of symmetry it does not matter which. Assuming 4p, — 3p, > 0 there 
are two cases. 


Case 1. -3p, + 4p, 0 and -3p, + 4p, S$ 0. 
1 
In this case let D(p) = (00, x) Note that D(p) satisfies the budget 
3 


aren LOin 1 AN 
equation. Further, if p = (; Pas 3 Ps pa) then p is in C and 
(14) P&S p and D(p) = D(p). 
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Case 2. -—3p, + 4p, <0 and - 3p,.+ 4p,> 0. 
We must here distinguish two sub-cases. 
Case 2a. 16p,-9p, =0. 


BS 4 Be SY is 
Let p = (5?2.p»7:). Then since p is in C we may define D(p) = 
D(p). Verify that the budget equation and (14) above are satisfied. 
Case 2b. 16p,-9p3< 0. 


oe 4 16 ara 
Lene GP» Pay pa) and note that pis in C. Define D(p) = 


4s 1 ; : 
D(p) = for. > 0) and again verify the budget equation and (14). 
2 


One verifies in a mechanical manner that D(p) is continuous by 
showing that the various cases above yield the same function when the 
inequalities become equations. It remains only to verify that the 
Weak Axiom is satisfied. 

Suppose p and q are any positive vectors for which 

p Dq@ =1 and gD) S 1. 


From the construction above we know that there exist vectors p and 
q in C such that 


D(p) = D(p) and Dg) = Dig) 
and from (14) we have 


pSpandqsq. 
It follows that 
Pp D@) S1 and g Dip) S1 
but since the Weak Axiom holds for vectors in C it follows that 
D(p) = D(q), hence D(p) = D(g), and the Weak Axiom holds every- 
where. 


5. THE STRONG AXIOM 
A demand function D is said to satisfy the Strong Axiom of Revealed 
Preference if the following is true: let p,,.--,p, be price vectors 
such that 
PiD(Pi+1)S 1 fori<n and p,D(p;)) S1. 
Then D(p;) =--- = D(,). 


Since the demand function in our example does not come from a 
preference relation it follows from Houthakker’s theorem that it must 
fail to satisfy the Strong Axiom. After considerable labour I was 
able to produce an instance of this but the sequence of prices required 
contains 9 terms. To help in the discussion which follows we make the 
following definition : 

D 
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A goods vector x is revealed preferred to a goods vector y if there 
exist prices p;,---, Pp, such that x = D(p;), y = D(p,) and 


(15) PD@i+) S1 for i<n. 


To exhibit the Strong Axiom violation we shall show that the vector 
x, = (1, 0, 0) is revealed preferred to x;= (0,0, 1). By cyclic symmetry 
it follows that x; is revealed preferred to x, = (0, 1, 0), but similarly x, 
is revealed preferred to x;, yielding the desired violation. The necessary 
sequence is the following 


16, 12 
pi=(15'5)  %= 2d = (0,0) 
Pa = 35 (340, 440, 330) D(p,) = (-6, 0, +3) 
Ps = ag (1230, 1200, 900) Dips) = (-3, 0, -6) 


16, 12, 
Pa= & ‘3 i) x3 = D(p,) = (0, 0,1): 


One easily verifies that (15) is satisfied and thus our assertion is 
proved. 


Brown University, Providence. 
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Inter-Temporal Price Relationships with Forward 
Markets: A Method of Analysis 


By M. H. PESTON and B. S. YAMEY 


In this paper we present a method of approach to the.analysis of 
inter-temporal price relationships in markets with forward dealings. 
The method involves, first, a five-fold classification of types of be- 
haviour, and second, the application of traditional supply and demand 
analysis. It is used here to elucidate a simplified problem. The 
relevance of the classification of types of behaviour extends, we 
believe, beyond the narrow confines of the particular problem, whereas 
the method of analysis as applied to the problem may, we should like 
to think, serve as a basis for a more comprehensive analytical treat- 
ment of price formation in markets with forward dealings. 


I 


The specific problem to be examined is the allocation of a given supply 
of a commodity between consumption in the present period and 
“ storage ” (or carry-over) to the next period. The markets in which 
trading takes place are assumed to be perfectly competitive. There 
are arrangements for the purchase and sale of forward contracts 
calling for delivery of the commodity in the next period. It is assumed 
that the market expectations of all traders are given, and the problem 
is to set out the influences determining the equilibrium compatible 
with these expectations. It is not assumed that all operators have the 
same expectations about the price of the commodity in the next period, 
or that any operator necessarily expresses his expectations in the 
form of a single most likely forward price, or acts as if he does so. 
(We expressly exclude the problem of the revision of expectations, 
though we are aware of its importance for the more SUPE ORENG 
analysis of price formation.) 

Five categories of operator are distinguished in the analysis; for 
purposes of comparative static analysis this classification appears to 
be exhaustive.? The first three categories are: 


(a) Hedgers, who carry stocks of the commodity in varying 
amounts according to circumstances and shed market risks by 


1 Alternative assumptions have been. made by some economists dealing with 
other, sometimes related, problems in the field of forward trading. Our objective 
here is not to be critical of their methods of approach, but to present an alternative 
technique which is not committed to any specific theory of behaviour under uncer- 
tainty, but is sufficient for the construction of the relevant economic models. 

* For the analysis of dynamic change, further categories may be necessary to 
allow for possible patterns of change in modes of behaviour with changes in market 
conditions as well as for possible patterns in the revision of expectations. 
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selling forward contracts for the quantities of the stocks they intend 
to carry over to the next period.? 


(b) Merchants, who carry stocks of the commodity in varying 
amounts according to circumstances, but do not hedge any part 
of their stocks by the sale of forward contracts. 


(c) Speculators, who buy forward contracts in varying amounts 
according to circumstances, but do not carry stocks of the com- 
modity.” 

These three categories may be regarded as categories of operator, 
each with a simple pattern of behaviour. Hedgers are concerned only 
with the difference between the two prices, present price and forward 
price, and do not form expectations about price movements (or ignore 
them if they do). Merchants do not respond to changes in the price 
of forward contracts and act on the basis of their expectations of the 
prices to be realised on the eventual sale of their stocks. Speculators 
do not respond to changes in the present price of the commodity and 
act on the basis of the forward price in the light of their price ex- 
pectations. 

To round out the analysis it is necessary to introduce two “‘ hybrid ” 
categories of operator: 

(d) Mixed traders (i.e. hedger-merchants), who carry stocks hedged 
and unhedged in varying amounts and proportions according to 
circumstances. 

(e) Mixed speculators (i.e. merchant-speculators), who do 

not hedge, but carry unhedged stocks and buy forward con- 

tracts in varying amounts and proportions according to circum- 
stances.® 


Both categories of “mixed” operator take into consideration the 
present price of the commodity and the price of forward contracts 
in relation to their own expectations. The two hybrid categories 
take advantage of the possibilities of substitution, respectively, be- 
tween hedged stock-holding and unhedged stock-holding, and between 
investment in commodity stocks and investment in forward contracts. 
It will be seen that the possibilities of substitution have interesting 
consequences. 


1 Throughout this paper the terms “‘ hedgers ”’, ‘‘ speculators”’, etc. are used in 
the special meanings given to them here. 

2 Speculators may, of course, be sellers or buyers of forward contracts. For 
convenience, however, they are treated here as buyers only, i.e. we deal with their 
net trading position which is taken to be that of buyers. Again, traders in a com- 
modity market can carry negative stocks by entering into commitments to supply 
at a future date; and they can hedge their risks by buying forward contracts. For 
convenience, negative stock-holding and hedge-buying of forward contracts are 
ignored here. These simplifications do not vitiate the analysis. 

8 It will be seen that there cannot be a hybrid “ hedger-speculator”, for at any 
time his net position must be that of a mixed trader; likewise there cannot be a 
“* hedger-merchant-speculator ”’. Note also that the hedger and the merchant 
are the two limiting cases of the mixed trader, while the merchant and the 
speculator are the two limiting cases of the mixed speculator. 
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The markets for “ storage”’ and for forward contracts have to be 
distinguished. ‘‘ Storage” is supplied by those who plan to hold 
stocks of the commodity to the end of the present period ; it is demanded 
by those who plan to remain or to become holders of stocks at the end 
of the present period. The market for storage determines the extent 
of the carry-over, which consists of the hedged stocks carried by 
hedgers and mixed traders and the unhedged stocks carried by mixed 
traders, merchants and mixed speculators. The demand comes from 
mixed speculators and speculators in respect of their holdings of for- 
ward contracts, and from merchants and mixed traders in respect of 
their holdings of unhedged stocks. (It will be noticed that the carrying 
of unhedged stocks involves an equivalent supply of and demand for 
storage.) In the market for forward contracts, the supply comes from 
hedgers and mixed traders in their hedging operations, and the 
demand from speculators and mixed speculators. 

Lastly, there is the market for present consumption, where that part 
of the stocks of the commodity which is not to be stored is sold to 
users for consumption in the present period. It is assumed that 
consumers do not carry stocks. The demand in the market for present 
consumption, moreover, is taken to be independent of the supply 
and demand for storage or forward contracts. 


Il 


We begin the analysis by considering a situation in which there 
are only hedgers, merchants and speculators. 

Consider the position of the hedger. His alternative to carrying 
over his stock of the commodity (with hedging sales of forward con- 
tracts) is to sell it in the present period. For any given present price, 
the higher the forward price the greater the attraction of carrying 
stock forward. Ex definitione, the hedger is not subject to market 
risk, and knows the outcome of his stock-holding in advance as he 
makes sales of forward contracts equivalent to the stocks held by him. 
The certain outcome of his stock-holding will be the more favourable 
(or the less unfavourable) the higher is the forward price at which the 
hedge is placed (i.e. at which the forward contract is sold) relative to the 
present price (representing the initial cost of the investment). It follows 
that the supply of hedged storage is an increasing function of contango 
(i.e. the excess of forward price over present price) and hence that 
for any present price the supply of storage (and hence also of forward 
contracts) is an increasing function of forward price.+ 


1 The shape of the supply curve of storage (or its slope with respect to forward 
price) is determined by the marginal net carrying costs of different levels of stocks. 
These are the costs of storage at the margin minus the marginal convenience yield, 
convenience yield being defined as the value of having stocks readily available. 
It is assumed that the marginal convenience yield varies inversely with the quantity 
of stock held, whereas the marginal cost of holding stock varies directly with the 
quantity of stock held; and thus that the net carrying cost at the margin also varies 
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The supply of storage by hedgers (as a function of forward price) 
varies inversely with present price; this is so because with a higher 
present price the contango associated with any given forward price 
is smaller, and hence the quantity supplied is smaller. 

Consider next the merchant, who carries stocks but neither 
hedges (i.e. sells forward contracts) nor buys forward contracts. 
He carries stocks for trading reasons (convenience yield) and/or 
in the expectation of an increase in price. Given his market 
expectations, the holding of stocks by a merchant for a given present 
price is unaffected by forward price or contango; his demand for 
storage (and hence also his supply of storage) has zero elasticity with 
respect to forward price. But the higher the present price, the more 
expensive it is in terms of forgone opportunities to hold stocks; 
therefore, his holding of stocks varies inversely with present price. 

The speculators provide the demand for forward contracts. Given 
his expectations, a speculator will expect to make a greater profit 
the lower the forward price, so that the quantity of forward contracts 
demanded is greater with a lower than with a higher forward price. 
As it has been assumed (p. 356) that the speculators’ demand for forward 
contracts is unaffected by the present price of the commodity, the 
demand for forward contracts can be specified simply as a decreasing 
function of forward price. 

The simple model may now be studied in its entirety by incorporating 
the demand for present consumption. This is a decreasing function 
of present price, and is not influenced by the price in the forward 
market.1 The static equilibrium conditions may then be introduced: 
that the total stock of the commodity traded in the period must be 
allocated between present consumption and storage, and that present 
and forward prices must be found equating demand and supply in the 
market for present consumption and in the forward market, respec- 
tively.” 


directly with the quantity of stock held. The supply curve of storage is upward 
sloping, and for large volumes of stocks its elasticity may tend to approach zero. 

On the basis of this formulation it is possible that some storage by hedgers will 
be forthcoming when contango is negative (i.e. when there is backwardation). 
This will occur if at some levels of storage the value of the convenience yield exceeds 
the cost of storage so that the net carrying costs are negative. 

1 In practice present consumption may be influenced by both the present and 
forward prices. A manufacturer may be able to postpone production (and hence 
consumption of his raw materials) to take advantage of lower forward prices. 
However, there are likely to be strict limits to the postponability of consumption 
of raw materials by manufacturers. The main effect of marked backwardation 
in the raw material market is likely to be a curtailment of manufacturers’ raw material 
stocks rather than a reduction in the rate of production in their factories. In our 
model, however, stocks are carried only by various categories of operator, so that 
this main effect is looked after. (It would be possible, in Fig. 1, to have a set of 
present demand curves, one for each forward price, but this refinement would not 
add materially to the usefulness of the analysis.) 

2 It is obvious that while three conditions are specified here, only two are indepen- 
dent. Static equilibrium requires merely that any two of these conditions are 
satisfied. 
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Figure 1 represents a market consisting of hedgers, merchants and 
speculators, and incorporates the assumptions specified in section II 
and the conclusions derived from the discussion in that section. The 
amount of the commodity to be allocated between the present and the 
next periods is OH. UU is the demand for present consumption, 
quantity being measured from right to left on the abscissa and present 
price on the right-hand ordinate. All other quantities are measured 
from left to right on the abscissa. SS, is the supply of storage, and of 
forward contracts, by hedgers, quantities being related to forward 
prices (measured on the left-hand ordinate) for a given present price 
P,; S,S, is the corresponding supply curve, to the left of S,S,, for a 
higher present price, P,. R,R, is both the supply curve and the demand 
curve for storage (related to forward prices) of merchants for the given 


Price 


Present 


Price of Forward Contracts 


ie) Q, Q, Q; Q, 
Storage — <— Consumption 
Forward Contracts —> 


FIGURE | 


present price P,; and R,R, to the left of R,R, corresponds to the 

‘higher present price, P,. WW represents the demand for forward 
contracts (and thus for storage) by speculators, its location being, by 
assumption, unaffected by the level of present price. 

The D and T curves are total curves, representing, respectively, the 
demand for storage (by speculators and merchants) and the supply 
of storage (by hedgers and merchants) ; the sub-scripts relate the curves 
to the two present prices, P, and P.. 

It will be seen that the two markets are in equilibrium with present 
price P,, and price of forward contracts p,. At these prices HQ, goes 
into present consumption, and OQ, (equals OH - HQ,), is stored, 
thus accounting for the total amount OH to be allocated. Of the 
amount OQ, which is carried over, OQ, is supplied by hedgers (and 
hedged by sales of an equivalent volume of forward contracts to 

1 All the figures in this paper are drawn on the basis of linear relationships be- 
tween the variables. While non-linearity may be more realistic, it will not affect 
the comparative static conclusions to be drawn, while the discussion of the stability 


of the equilibrium may be interpreted as relevant only in the neighbourhood of the 
comparative static equilibrium points. 
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speculators), and the balance Q,Q, (equal to the distance of R,R, 
from the left-hand ordinate) by merchants (representing the quantity 
of storage simultaneously demanded and also supplied by them). 

Two features need to be noted. First, consider the same situation 
as in Fig. 1 (including the same expectations) except that there is a 
greater demand for present consumption, i.e. the UU curve is to the 
left of the present UU curve. It can be shown that, in equilibrium, 
the quantity going into current consumption will be greater than in the 
previous situation and the present price will be higher; that the quanti- 
ties in storage, both hedged and unhedged, will be smaller ;+ and that, 
though the price of forward contracts will be higher, the difference 
between this price and the higher present price will be smaller (i.e. 
contango will be smaller).2 Second, the equilibrium for the conditions 
represented in Fig. 1 is stable. Assume that the present price is 
displaced to P,. At this price HQ, goes into present consumption. 
But at the same present price, P;, the quantity going into storage is 
OQ,. This leaves Q,Q, unallocated, that is, there will be an excess 
supply in the market for current consumption. Thus, assuming that 
there is no revision of expectations causing a change in the position 
or slope of some of the curves, there will be a tendency for the present 
price to be forced back to P,, at which both markets are in equilibrium. 

It will be shown now that the introduction of the two hybrid classes 
of operator, adding greater realism to the model, in the sense of re- 
laxing limitations on the freedom of action of participants in the market, 
removes the possibility of arriving unambiguously at the “ common- 
sense ” conclusions which are implicit in the simpler model. 


IV 


The first hybrid class are the mixed traders, who are partly hedgers 
and partly merchants and exhibit some of the characteristics of each 
of these two classes. Basically, a mixed trader has to make two choices: 
how much storage to supply (i.e. stocks to carry), and how much of the 
carry-over to hedge. 

At any specified present price and forward price the mixed trader 
allocates his initial holding between sale for present consumption, 
unhedged stock, and hedged stock. At a higher forward price, other 
things being equal, qua hedger he carries a larger quantity of stock 
hedged.* It may appear that additionally, qua merchant, he will 


1 These two conclusions follow from the leftward shift of both the S and R curves 
with a higher present price, and from the lack of responsiveness of the W curve 
to changes in the present price. The proportion of the carry-over which is hedged 
may be either greater or smaller, depending upon the relative shifts of the S and R 
curves with the higher present price. 

2 This last conclusion follows from the condition that the supply of hedged 
storage is an increasing function of contango, and the finding that a smaller quantity 
of hedged stocks will be held. 

® Or, what is the same, how much storage he should demand by not hedging. 

* Vide p. 357. 
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carry the same quantity unhedged, so that, cet. par., the sole effect 
of a higher forward price would be a larger volume of hedged storage 
balanced by a smaller supply available for current disposal. But 
this is not so. Higher marginal costs of stock-holding are associated 
with a larger volume of stocks, and this, by itself, adversely affects 
both hedged and unhedged stock-holding; but whereas the marginal 
(certain) gross yield of hedging is more favourable with the bigger 
contango, the prospects of profit in speculative stock-holding are not 
improved by it. Thus the mixed trader carries smaller stocks unhedged 
at higher levels of contango, although he carries larger total stocks. 
In sum, with a given present price, both the total supply of storage 
and the supply of forward contracts vary directly with forward price, 
but the supply of unhedged storage (which is equivalent to the demand 
for storage by mixed traders) varies inversely. 

The reaction of mixed traders to variations in present price, forward 
price being fixed, may be examined in the same way. The higher the 
present price, cet. par., the smaller is the contango for a particular 
forward price; smaller hedged stocks are carried, which means also 
that the supply of forward contracts is smaller. In addition, the 
prospects for the mixed traders qua merchants are less attractive and 
the supply of unhedged storage (equivalent to the mixed traders’ 
demand for storage) is smaller than with a lower present price. There is 
however, a further effect to be taken into account. As compared with 
a situation with a lower present price, the attractiveness both of hedging 
and of speculative stock-holding is diminished. Depending on which 
of these operations declines more in attractiveness, there may be a 
substitution of some hedging for speculative stock-holding, or vice- 
versa. There is no a priori reason why this substitution should 
invariably take place in one direction; the only necessary feature is 
that the total supply of storage, hedged and unhedged, should vary 
inversely with present price. Thus it is conceivable, for example, 
that the supply of unhedged storage by mixed traders may even be 
higher with a higher present price, and that the total demand for 
storage may be higher for a higher present price, forward price and 
expectations being given. On the other hand, it is conceivable that 
the total demand for storage may be smaller, though this would not 
be incompatible with a larger volume of hedged stocks. 

Figure 2 represents a market consisting of mixed traders and (for 
completeness) speculators: WW represents the speculators’ demand 
for forward contracts, while R,R, represents the mixed traders’ 
supply of (and demand for) unhedged storage, and S,S, their supply 
of hedged storage (and of forward contracts) for a given present price, 
P,. D,D, and T,T, are the two total storage demand and supply 
curves. The arrows indicate the possible directions of change in the 
position of the various curves for a higher present price, cet. par. 
It will be seen that the relevant points of intersection denoting stocks 
carried forward, hedged stocks, and forward price may indicate either 
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higher or lower values compatible with a higher present price.1 The 
firm conclusions derived from the simple model set out in Section II 
no longer obtain, and a variety of outcomes is possible. It follows 
that, with expectations unchanged, an increase in demand for present 
consumption may, paradoxically, lead to a larger carry-over from a 
given quantity available. It can also be associated with a lower 
contango and a larger quantity of hedged stocks; this is so when there 
is substitution of hedged for unhedged stock-holding which swamps 
the adverse effect of lower contango on hedging. 


Price of Forward Contracts 
Price of Forward Contracts 


Ry Si T W eh 
.e} Storage; Forward Contracts ) Storage; Forward Contracts 


FIGURE 2 FIGURE 3 
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Mixed speculators are the other class of hybrid operators; they do 
not hedge, but speculate on price changes by holding forward contracts 
and stocks in varying amounts and proportions according to circum- 
stances. 

Assume a given present price and given expectations. At a certain 
forward price, a mixed speculator holds x stocks and buys y forward 
contracts. At a higher forward price, he still holds x stocks, qua 
merchant, but fewer forward contracts, qua speculator, so that the total 
quantity of storage demanded is smaller. However, as with mixed 
traders, there is a possibility of substitution. Investment in forward 
contracts calls for a larger outlay at a higher forward price whereas 
the outlay on the stock of the commodity is unaffected by forward 
price. The mixed speculator adjusts his holding between stocks of 
the commodity and forward contracts according to present and for- 
ward prices and the marginal carrying costs associated with the two 
forms of investment; a larger proportion will be held in the form of the 
commodity itself at a higher forward price. In short, his demand 
for forward contracts is a decreasing function of forward price; 
his supply of storage is an increasing function of forward price; 
and his total demand for storage is a decreasing function of forward 
price. Assume now a given price of forward contracts and given 


1 The same applies therefore to the volume of unhedged stocks. 
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expectations. The holding of unhedged stocks by a mixed speculator, 
qua merchant, is less attractive at a higher than at a lower present 
price of the commodity. Qua speculator, his investment in forward 
contracts is not responsive to variations in the present price. Hence 
the total demand for storage (i.e. for unhedged stocks plus forward 
contracts) is smaller at a higher than at a lower present price. Allow- 
ance must now be made for the possibility of substitution between 
investment in stocks of the commodity and in holdings of forward 
contracts. For a given price of forward contracts the relative attrac- 
tiveness of the two forms of investment changes with changes in the 
present price of the commodity. At a higher present price the relative 
attractiveness of stock-holding (at the margin) is lower, and there is a 
switch from the holding of stocks to the holding of forward contracts. 
Thus, over-all, the total demand for storage by mixed speculators, as 
well as their demand for unhedged storage, is smaller at a higher 
than at a lower present price, while the demand for forward contracts 
is higher. 

Figure 3 represents a market consisting of mixed speculators and 
(for completeness) hedgers: for a given present price P,, R,R, re- 
presents the mixed speculators’ supply of (and part of their demand 
for) storage, W,W, their demand for forward contracts and part of 
their demand for storage, D,D, the total demand for storage, $,S, 
the hedgers’ supply of storage and of forward contracts, and 7,7, 
the total supply of storage. The arrows indicate the directions of 
change in the position of the various curves for a higher present price, 
cet. par. The major analytical difference between this model and the 
simpler one considered in section III is that the W curve (the demand 
for forward contracts) is now free to shift to the right. 

It will be seen that a higher present price, cet. par., involves a smaller 
stock carried over (since both the D and T curves shift to the left). 
But, as in the model with mixed traders set out in section IV, though not 
as in the simple model considered in section III, the volume of hedged 
stocks, unhedged stocks and forward price may move in either direc- 
tion. Thus, with given expectations, an increase in demand for present 
consumption may, paradoxically, lead, for example, to a wider con- 
tango (and hence to larger hedged stocks). But it cannot cause a 
larger portion of a given supply to be carried over; the features of the 
two more complicated models discussed in this and the preceding 
section are not symmetrical in all respects. 


VI 


We now consider briefly a market which includes both mixed 
traders and mixed speculators. The inclusion or exclusion of the 
three “‘ pure ” categories does not affect our conclusions, since they are 
limiting cases of one or other of the two hybrid categories. We 
are in fact now dealing with the most general case. It will be 
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seen that, with given expectations, a higher present price is necessarily 
associated with: 
(i) a decrease in the (total) supply of storage (the T curves in both 
Figs. 2 and 3 shift leftwards) ; 


(ii) an increase in the demand for forward contracts (the W curve 
does not move in Fig. 2 and moves rightwards in Fig. 3.). 


But it can be associated with a change in either direction: 


(iii) in the (total) demand for storage (the D curve can move in 
either direction in Fig. 2); 


(iv) in the supply of unhedged storage (the R curve can move in 
either direction in Fig. 2);1 

(v) in the supply of forward contracts (the S curve can move in 
either direction in Fig. 2). 


This being so, a higher present price is not uniquely associated with 
either a higher or a lower forward price, with either a wider or narrower 
contango, or with either a larger or smaller carry-over, quantity of 
unhedged stocks or quantity of hedged stocks. Moreover, it is 
apparent that the stability which is a characteristic of the simple 
model set out in Section III (see p. 360) need not be present in a market 
which includes mixed traders. (Mixed speculators do not disturb this 
characteristic, since, in Figs. I and 3, both the supply and demand 
curves for storage, TT and DD, shift leftwards for higher present prices.) 

We do not claim that these particular conclusions by themselves are of 
much importance in understanding the practical working of markets 
with forward dealings, if only because of the obvious restrictiveness 
of the assumption of given expectations. But the discussion does 
suggest that an analysis of inter-temporal price relationships at a given 
moment of time, or through time, may be seriously misleading 
if it is based on the otherwise attractively simplifying assumption of 
a market consisting of speculators and hedgers alone (even when mer- 
chants, in our sense, are thrown in for good measure). Since the 
hybrid categories of trader (and perhaps the mixed traders in particu- 
lar) are likely to be present in significant volume in actual markets, the 
simple model excludes relevant types of market behaviour which, as 
our analysis shows, may produce unexpected results. 


The London School of Economics. 


1 The R curve may slope in either direction, because the supply of unhedged 
storage by mixed traders can be either an increasing or a decreasing function of 
forward price (with a given present price); see p. 361, above. 
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Appendix 


The foregoing discussion may be set out in terms of the following simple 
linear system : 
U = quantity demanded for present consumption. 
D = quantity demanded of storage. 


T = quantity supplied of storage. 

T’ = quantity supplied for present consumption. 
P = present price. 

p = forward price. 


The demand for present consumption is a decreasing function of present 
price. 

AA AG NOSSO Nod ee 

The demand for storage is made up of the demands of speculators, mer- 
chants, mixed traders and mixed speculators. For the first, third and fourth 
of these, quantity demanded varies inversely with forward price. Speculators 
do not take account of the price for present consumption, merchants’ and 
mixed speculators’ demand varies inversely with the price for present con- 
sumption, while mixed traders’ demand may vary inversely or directly with 
the price for present consumption. 


“. 2. D=B+ b,P-bsp by= O, by > O. 


The supply of storage is made up of that by hedgers, merchants, mixed 
traders, and mixed speculators. The first, third and fourth of these vary 
directly with forward price and inversely with present price, and the second 
of these varies inversely with present price. 

See Ms Cuneta Cai C1, C2 > O. 

The supply for present consumption is equal to the quantity to be allo- 
cated minus the supply of storage. 

Ne Eo a Led Ws 

In equilibrium demand and supply are equal in the two markets. 

ah) Oe 
64) Di= F- 

The equilibrium prices and quantities are as follows :— 
= A(b,+c.)+c,.B+ b,C — A(bz +c) 

a a(b, + C2) — bic, + boey 4 
_  A(by +c.) + Bat ey) — C(a— bi) - hb, + ¢1) 
oie dow a(be + C2) — biCo + bacx ‘ 

A(b3C2 — b2¢1) + Bac, + Cab, - H(bic2 - bcs) 


1h 


OM ve a(bz+ C2) — byCo + bac, 
, —Albice — b2¢1) — Bac, — Cab, + Ha(b,+ ¢2) 
ot ee POMERAT 
fe pape 


A(bi— bz + c1—€2) + Bat €1 — €2) - Ca - b, +b.) - H(b, - 6, + C1—Ca) 
a(b, a Ca) = bic, + Bsc 
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Using these equations the effects of shifts in any of the functions 1 to 4 
may be determined. Consider, for example, a shift in the demand for present 
consumption. This has the following effects on equilibrium prices and 
quantities :— 


2 oP ee bs Cs 

; 0A f a(ba+ Ca) —bic. a bic, 
13 op is b, ae Ci 

; 0A e a(b,+ C2) —b1Ca ae baca 
14 OTM byc3—bacx 

: 0A ~ a(be+ Ca) — iC + Bocy 
15, OF ___ ~ Gres bred 


OA alby+C)—bica + Baca 


If 5, is non-positive, the first and last of these fractions will be positive 
and the third will be negative, i.e. present price and the quantity of the 
commodity consumed in the present period will vary directly and the quantity 
of storage will vary inversely with shifts in the demand for present consump- 
tion. For the second fraction to be positive, i.e. for forward price to vary 
directly with shifts in the demand for present consumption, it is also required 
that b, be less than c, in absolute value. In other words, for “‘ normality ”’ 
in this case, so to speak, any increase in mixed traders’ demand for unhedged 
storage must not offset the decrease in merchants’ and mixed speculators’ 
demand as a result of an increase in present price, and the two together must 
be less than the decline in the total supply of storage. 

If 5, is positive, so that increases in mixed traders’ demand for storage 
resulting from increases in present price dominate the demand for storage, 
it is still possible that the signs of the partial derivatives will correspond to the 
normal case. Thus, the condition discussed in the previous paragraph is 
not necessary for normality. In this case it is not possible to determine the 
signs of the partial derivatives without knowing the magnitudes of all the 
other coefficients in the system. 

The signs of the partial derivatives may also be related to some elementary 
notions concerning the static stability of these markets about the point of 
equilibrium. Suppose present price deviates from its equilibrium value 
by an amount AP. The impact effects will be as follows :— 


16. AU =-aAP. 

17. AD=b,AP—-b,Ap. 
18 AT=-c,AP+c2Ap. 
19 A ey NP cap: 


If the market for storage comes immediately to equilibrium, so that A D = 
AT, we have :— 
mabyticy 
~ Da tCe 


20m Np (ES 


—a(bs+ c2) + bics — Bac 


ZS - AT’ = 
AU— be bce 


AP. 
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If a(b.+ cz) — bic, + b.c, is positive, an increase in price will cause excess 
supply and a decrease excess demand. It follows, therefore, that b, being 
non-positive is a sufficient condition for stability. Since, however, 5, being 
non-positive is not a sufficient condition for normality, it follows that stability 
does not necessarily go hand in hand with normality. Moreover, if 5, is 
positive, it may be seen that the combinations of normality with instability 
and abnormality with stability are both possible. In others words, while 
the conditions for static normality and static stability are closely related, 
it does not hold here as in Samuelson’s Correspondence Principle that either 
is a necessary and sufficient condition for the other. 


1 The stability condition obtained above is, of course, not dependent on the 
assumption that it is the market for storage which comes immediately to equili- 
brium. If it is the market for present consumption which does so, so that we start 
from AU = AT’, precisely the same conclusion follows. The stability conditions 
may change if more complicated notions of dynamic adjustment are taken into 
account. 
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The Russian Loan of 1855: An Example of 
Economic Liberalism ? 


By OLIvE ANDERSON 


The Crimean War has long been thought to furnish the supreme 
example of a commercial peace in the midst of war, when “ the free 
trade spirit” inspired unparalleled “ deference to the requirements of 
trade”’.1 A favourite illustration of this is “‘ the curious case of the 
loan floated for Russia in London in the midst of the war”’.2 A very 
recent authority remarks: “It was a sign of governmental non- 
intervention in the network of credit facilities that a loan for Russia 
was floated on the London money market during the Crimean War ’’.® 
This loan “‘ in negation of British policy ”* is moreover said to have 
been floated ‘‘ with the permission of the British government ’”’.> “ It 
was in the ‘ ordinary way of business ’,”’ the foreign secretary of the 
day is described as noting, and therefore “ ought not to be interfered 
with ’’.6 The whole episode is repeatedly used as striking proof of 
mid-nineteenth century economic internationalism and /aissez-faire. 
In reality, however, the Crimean War provides no such example of 
the migration of British capital untramelled by government policy or 
patriotic feeling. 

The Russian Government floated two loans in the course of this 
war, in June 1854 and in December 1855. Both were of 50 million 
silver roubles, in a 5 per cent. stock. The first was brought out through 
Messrs. Hope of Amsterdam at 93, and the second through 
Mendelssohn of Berlin at 86. The Committee of the London Stock 
Exchange forbade each to be quoted in their lists—a ban which 
effectively prevented not only British subjects but also foreigners from 
dealing in them in the London market. Moreover, the prohibition of 
December was intended to be permanent. The Committee resolved 
unanimously, “That they will not, either now or at the restoration of 
peace, recognise transactions in, or allow the quotation of, any loan 
raised by a Power while at war with Great Britain ”.? By contemporary 
British business men this ban imposed by “‘a body . . . . which may 
be considered the European focus of all money transactions” was 
hailed with satisfaction as “a blow to the loan which will not easily 


1R. C. Binkley, Realism and Nationalism, 1852-71 (New York, 1935), p. 176. 
*L. H. Jenks, The Migration of British Capital to 1875 (New York, 1927), p. 285. 
° A. Briggs, The Age of Improvement (London, 1959), p. 399, note 2. 

4 Jenks, op. cit. 

5 Binkley, op. cit. 

® Briggs, op. cit. 

’ The Times, December 20th, 1855. 
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be got over ”.1 So far from any Russian loan being floated in London 
during the war, all dealings in Russian securities issued after the 
outbreak of war were thus comprehensively and permanently prohibited 
by the central organisation of the money market itself. 

Nor was the Government any more complaisant in this matter. 
As soon as news was received from Amsterdam of the first Russian 
loan the foreign secretary, Lord Clarendon—who assumed that it 
could not legally be quoted in London2—asked the Law Officers whether 
it would be high treason for any British subject to subscribe. He was 
told that it undoubtedly would. The British representatives at Vienna, 
Berlin and The Hague were forthwith instructed to see that British 
consuls gave “‘ all possible publicity ’’ to the fact that lending to the 
enemy by British subjects constituted high treason. The subsequent 
bans of the Stock Exchange were also publicised abroad through these 
channels.* 

Before the end of the parliamentary session the Government found 
itself going very much further, though somewhat against the judgment 
of some of its members. In the middle of July, 1854, a bill to make 
it a misdemeanour for British subjects to deal even indirectly in Russian 
Government securities issued since the beginning of the war, whether 
at home or abroad, was introduced by two ardent russophobes, Lord 
Dudley Stuart and Isaac Butt. Its drafting was far too loose, and 
provoked volleys of technical criticisms from the lawyers and bankers 
in the Commons, some of whom also believed that any such legislation 
must inevitably prove futile. The most influential of them, James 
Wilson, then Financial Secretary to the Treasury as well as editor of 
The Economist, argued both that it was unnecessary because of “ the 
patriotism of the people ” and that it would inevitably be evaded “ by 
some dishonourable men ”’ if it proved advantageous to do so.° More 
technical objections were raised by the Law Officers when they were 
at last officially consulted. But Palmerston from the beginning gave 
the bill his most vigorous support, and Lord John Russell (the Leader 
of the House and also the departmental minister concerned) added 
more moderate support in the prolonged debate in the Commons on 


1 Herapath’s Journal, December 22nd, 1855. “* Baring cheerfully marketed it” 
(the Russian loan), writes Jenks, op. cit. But Thomas Baring supported this pro- 
hibition and urged in the House of Commons that any legislative changes necessary 
to prevent Russia from “ getting the money of British subjects ” during the war, 
ought to be adopted (3 Hansard cxxxv, col. 777). 

2 Bodleian Mss., Clarendon deposit, c. 129, f. 75, Clarendon to Cowley, June 23rd, 
1854. I owe my thanks to the present Earl of Clarendon for his permission to 
quote from these papers. 

3See, for example, Public Record Office, Foreign Office 64/373, Bloomfield to 
Clarendon, no. 360, June 30th, 1854. Cf. The Letters of Queen Victoria, ed. A. C. 
Benson and Viscount Esher, iii (1907), pp. 44-45. y 

4 Clarendon tried through the British Ambassador to get the Paris Bourse to 
follow the example of the Stock Exchange—in vain (Clarendon deposit, c. 134, 
ff. 507, 546). 

5 The Economist, July 15th, 1854. The Times was also sceptical (August 3rd, 
1854). 
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the committee stage. At the end the feeling of the House was clearly 
so strong that the Government was obliged to take up the Bill officially. 
After passing the Commons it was rushed through the Lords and 
received the Royal Assent on the last day of the session, 12 August 
1854.1 To the last, members of the Government had doubts on the 
score of its practical value; but, as the Lords were told, “‘ it would do 
no harm and might do some good ”’, or as Palmerston put it, it would 
be a valuable “moral demonstration”. In the Commons it was re- 
peatedly supported by very large majorities, and the columns of 
Hansard make it plain that there the disputed question was never 
“the desirableness of the end sought to be attained ”’ but only “ the 
practicability of accomplishing it by such a Bill”. The backbenchers, 
however, were not troubled by the scepticism of the bankers and 
lawyers, and so it came about that in the first year of the Crimean 
War dealing in enemy stock by British subjects, whether at home or 
abroad, was for the first time made a statutory offence. 

Why, then, did Clarendon lament to his wife on 19 December 1855: 
** Only think of the Russian loan levied here! In the ordinary way of 
business, too, so I don’t see how it can be interfered with!” ?° It is 
the publication of this lament which seems to have been primarily 
responsible for the belief that Russian securities were floated in London 
during the Crimean War.* What Clarendon had in mind, however, 
was the withdrawal of bar gold from the Bank, reputedly to the extent 
of £200,000, for bills drawn on houses abroad in respect of the new 
Russian loan, for which subscriptions had been opened at Berlin, 
Hamburg and Amsterdam.® “It is all done by Bills on this Country 
drawn in Germany which pass through the Crédit Mobilier”’, he 
explained to the British ambassador in Paris.® Clarendon’s facts and 
apprehensions were alike derived from his brother-in-law, Sir George 
Cornewall Lewis, then Chancellor of the Exchequer, whose fears 
sprang from the effect of these transactions in increasing the already 
alarming drain of gold from the country.? But the powerlessness of 
the new Act to eliminate this sort of indirect operation through an 
intermediate agency on the Continent had always been foreseen. 

There was then never any question of open or direct dealings by 
British subjects in Russian loans during the Crimean War. Some 
men did indeed urge the futility and even harmfulness of any interference 
with the free play of economic forces. But they were always a small 


1 The debates can be followed in 3 Hansard cxxxy, cols. 520-525, 767-784, 886-889, 
1145-1174, 1386-1394, 1478-1483. The Act is 17 ‘and 18 Victorie cap. Cxxii. 

a3 Hansard CXXXV, col. 774 (Sir John Pakington). 

3H. Maxwell, The Life and Letters of George, fourth Earl of Clarendon (1913), 
i, pe 107. 

"s Tt is the only evidence cited in Jenks, op. cit., and Briggs, ops cit., where the last 
phrase i is paraphrased as‘* and ought not to be interfered with ” 

®> Cf. The Economist, December 22nd, 1855. 

® Clarendon deposit, c. 134, f. 507, Clarendon to Cowley, December 20th, 1855. 

WIDIdsiC. 295 toes George Cornewall Lewis to Clarendon, December 19th 
1855. James Wilson was Lewis’s informant and adviser on this matter. 
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minority—although a select one—and in this case could only deplore 
the abandonment of “the nicest matters of finance... to the 
headlong direction of popular passion”. The Committee of the 
Stock Exchange, a large majority in both Houses of Parliament, and 
even (although not altogether unanimously) the Government itself, 
showed themselves more and not less anxious than their predecessors 
to prevent the flow of British capital to the enemy.? There is no 
evidence to be found here of the dominance in mid-nineteenth century 
England either of Jaissez-faire or economic internationalism. 


Westfield College, London. 


1 The Times, August 3rd, 1854. 

2 It is worth noting that the use of the commercial weapon against the enemy was 
no more forsworn than the use of the financial one. This is argued by the present 
writer elsewhere. 
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Book Reviews 


International Trade and Economic Growth. By HARRY G. JOHNSON. George 
Allen & Unwin Ltd. 1958. 204 pp. 25s. 


Political economy in this country is traditionally in danger of being rooted 
in the best theoretical work of the previous rather than the present generation. 
For this various reasons may be found : especially in the tendency of new 
theoretical work to appear in fragments, inherently difficult and rarely 
synthesised with traditional analysis. But once in a while a theorist does 
help us with such a book as this from Professor Johnson. It is inevitably 
a difficult book, but the effort most readers will have to make will be amply 
rewarded. 

The first part of the book consists of analysis of the relations between 
factor endowments, direction of trade, and the effect of trade on factor 
prices. This starts from the Heckscher-Ohlin model, and leads on to a 
systematic and thorough discussion of the implications for optimum 
tariff policy of the possibilities of retaliation. Contributions to the journals 
over many years are put to work in this discussion, each one carefully set 
in its place by comparison of assumptions ; every now and again the 
conclusions are given in readily intelligible form (as on pp. 28-29 in this 
first part). Even the advanced student who must refer to the original 
articles will ease his path if he first studies Professor Johnson’s account. 

The second group of studies is of theoretical aspects of growth in an 
international economy. ‘These studies began, the author tells us, “* with 
curiosity as to how the Machlup-Metzler foreign trade multiplier analysis 
might be applied to the Harrod-Domar problem of equilibrium growth at 
full employment.’ It necessarily includes an important discussion of the 
** dollar shortage ’’ arguments of Hicks, Haberler, and others. Here again, 
as in Part I, the reader is helped by occasional pauses for consideration 
of the practical conclusions to be drawn from the abstract analysis: 
pp. 70-71, 92-93 and 114-115 are excellent examples of the way pure theory 
can be brought to bear. Not that the practical conclusions are at all simple ; 
T hope that this part of the book will be widely read by students of economic 
growth, not so much because they will find simple prescriptions for policy 
as because they will learn here how complicated life really is. 

Part III, ‘“‘The Balance of Payments ’’, is modestly described by the 
author as “‘ consolidation and simplification of existing analysis”; in fact 
I found this at once the freshest and the most satisfying of the whole. There 
are two important chapters. Chapter VI outlines a general framework 
for the analysis of balance of payments problems, integrating the ‘ elasticity ’ 
and ‘ absorption’ approaches. Chapter VII demonstrates that the transfer 
problem and the exchange stability problem are formally one and the same 
problem, and goes on to bring trade controls (as a method of correcting 
disequilibrium) into the same theoretical framework. Satisfying though I 
generally find this Part, I have one difficulty running through it, a difficulty 
that arises on pp. 156-57. In considering the connection between the 
balance of payments and the internal monetary situation, Professor Johnson 
assumes that the latter is governed purely by the authoritarian actions of 
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national monetary authority : there is something called ‘money’ which 
is authoritatively created in such and such quantity, and the internal monetary 
situation is thereby determined. This leads to a certain symmetry of the 
internal monetary effects of, say, a growth in the demand for imports and 
a fall in the foreign demand for a country’s exports. I suggest that no such 
symmetry can be assumed. If demand for exports falls, the automatic 
effect is a fall in liquidity, because the direct effect on the money supply is 
reinforced by a contraction of credit resulting from depressed trade prospects. 
But if an increased demand for imports (equally occasioning an adverse 
balance of trade) arises from booming conditions inside the country, the 
automatic fall in the money supply is likely to be compensated rather than 
reinforced by developments in the internal credit situation. I am not sure 
how far these possibilities of asymmetry go, but there is certainly some 
reason here for modifying the customary analysis of the connection between 
the balance of payments and monetary pressures. 

Since this book is likely to have a long life, I have one suggestion to offer 
for consideration when reprinting. In chapter II the diagrams do not 
appear on the pages most convenient for the text ; this is difficult reading, 
the graphs are a help to most readers, and could be more so if the amount 
of turning of pages back and forth could be reduced. 

I must apologise for the lapse of two years between publication of the 
book and the appearance of this review. When I first read the book, it 
impressed me as one of the best theoretical works of recent years, and there- 
fore requiring a second leisurely reading before I could write a review. 
This second reading has had to wait ; now that it has been done, I am 
confirmed in my original view that Professor Johnson has by this book 
established himself in the front rank of economic theorists. 


R. S. SAYERS. 


The British Economy, 1920-1957. By A. J. YOUNGSON. George Allen 
and Unwin Ltd. 1960. 272 pp. 28s. 


Professor Youngson’s history of the British economy from 1920 to 1957 
goes some way towards filling a very noticeable gap in the literature. It 
will provide an extremely useful textbook for university and other students, 
and should enjoy a wide demand. That it is not more than a textbook 
is due mainly to the fact that its material is derived very largely from second- 
ary sources, either from books or the more or less contemporary financial 
press. While the selection is balanced and judicious (though it is fairly 
clear that the writer is not a socialist), the story presented is largely the 
familiar one, with here and there a look which is positively old-fashioned. 
The very useful last chapter on the development of economic thought in 
the inter-war period, which in many ways is the best in the book, gives 
reason for believing that, if Professor Youngson had been more ambitious, 
he could have thrown fresh light on the period, instead of merely reflecting 
the light of other writers. 

The discussion of the post-war period suffers even more severely from the 
lack of a firm analytical and statistical framework than does that of the 
inter-war years. Professor Youngson too often seems to accept the emphasis 
and values of the contemporary discussion rather than those which have 
since become perceptible. An example of this is his discussion of the ending 
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of the crisis of 1951-52, where he seems to attach the same importance 
as the writers of that time to the change in monetary policy, while giving 
far too little weight to changes in the general economic climate, and in 
particular to the improvement in the terms of trade and to the unexpected, 
and for long unperceived, recovery in personal saving. 

The use of secondary sources for statistics is perhaps even more unsatis- 
factory than for other types of information. A minor example is the figure 
for the net inflow of foreign short-term balances between 1932 and 1938, 
for which Professor Youngson uses an estimate published by this reviewer 
in 1947, instead of the official figures given in “‘ Reserves and Balances, 
1931 to 1945” (Cmd. 8354), published in 1951. The use of the same source 
would also have prevented two mistakes on p. 148, where it is stated that 
Britain entered the war with a gold reserve of £450 million, and emerged 
from it with gold and dollar reserves £150 million lower than at the beginning. 
The actual figures given in Cmd. 8354 are : Gold Reserves, June 1939, 
£542 million. Gold and Dollar Reserves, September 1939, £519 million ; 
June 1945, £624 million ; September 1945, £603 million. 

One of the dangers of using secondary sources for statistical information 
is that different writers compile their figures on different definitions. Thus 
the table of annual balances of payments on income account and changes 
in gold and dollar reserves (p. 171) is quoted from the Report of the Radcliffe 
Committee without the footnote explaining that their figures contain a 
number of items which in the Balance of Payments White Papers are treated 
as capital transactions. The table is therefore impossible to reconcile 
with the figures given in various places in the text, which appear to be taken 
from the White Papers. Where Professor Youngson does use what appear 
to be official figures, he gives no indication of source. This is a pity, for the 
source is not always obvious, and, even where it is, the tendency for official 
figures to be revised retrospectively makes it useful to know the year in 
which those quoted were published. 

F, W. PAIsH. 


Pareto-Walras: Da un carteggio inedito (1891-1901). With an Introduction 
by ToMMASO GIACALONE-Monaco. Cedam, Padua. 1960. 147 pp. 
L. 2000. 


Pareto wrote many letters and, since his death in 1924, these have con- 
tinued to appear in print, either in the Italian periodicals or in independent 
monographs. This monograph contains sixty-one previously unpublished 
letters written by Pareto to Walras over the decade, 1891 to 1901, the originals 
having been preserved by Walras’ daughter, Alina. 

The doctrinal content of the letters is insignificant. They will be interesting 
to economists only in so far as they reveal something of the relationship 
between the two men, both of whom must, of course, be granted important 
places in the development of economic analysis. In 1891, Leon Walras 
was fifty-seven: he had held the chair at Lausanne for more than twenty 
years, and he was known to be nearing retirement. Vilfredo Pareto was 
forty-three: he had been trained as an engineer and he had worked in 
industry for twenty years. During this time he had become interested in 
economics, influenced by his study of Ferrara, Pantaleoni, and Walras. He 
had proposed to offer a course in mathematical economics in Florence, 
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without salary, but he had been refused permission to do this by the Italian 
governmental authorities. The correspondence, and subsequent acquaint- 
ance, was initiated by Pareto. Two years later, in 1893, he was appointed 
to succeed Walras in the Lausanne chair. The correspondence remained 
reasonably active until 1896, but during the last half of the decade there 
was little communication between the two men aside from an occasional 
exchange of books or papers. Despite the increasing coolness that developed 
in these years, Pareto maintained, in this correspondence at least, an attitude 
of deference toward Walras that was, perhaps, uncharacteristic. 

The introduction to the letters, which makes up more than two-thirds 
of the monograph, is in Italian whereas the letters are published in their 
original French. In the Introduction, Giacalone-Monaco advances the 
hypothesis that the whole Pareto-Walras correspondence was deliberately 
organized by Pareto, aided by Pantaleoni, with a view toward securing the 
Lausanne chair. The letters tend to support this, although, of course, 
positive proof is lacking. Pareto did secure the chair largely through the 
active support of Walras, and the correspondence did begin to fall off sharply 
soon after a final decision was made. 

Giacalone-Monaco sharply disputes Schumpeter’s claim that the ultimate 
breakdown in relations between the two men was due, fundamentally, to a 
difference in social class. Instead he argues, convincingly, that the antagon- 
ism was methodological. Throughout his career, Walras conceived economic 
theory in a normative context, as a means of resolving social problems scienti- 
fically. Pareto, by contrast, moved progressively from the role of radical 
social reformer to that of the detached, non-partisan observer of the social 
scene, scientifically explaining everything, but, as a social scientist, wholly 
incapable of proposing anything. 

Other topics are discussed in the Introduction. These topics, some of 
which are interesting in themselves, cover various aspects of Pareto’s thought, 
but in several cases they seem to bear little or no relationship to the Pareto- 
Walras correspondence. 

JAMES M. BUCHANAN 


Elementary Mathematics in Economics. By W.T. DowsetT. University of 
Western Australia Press, Nedlands. Sir Isaac Pitman & Sons Ltd. 
1959. xxi + 250 pp. 30s. 


An Introduction to Mathematics for Students of Economics. By J. PARRY 
Lewis. Macmillan & Co. Ltd. 1959. x +394 pp. 40s. 


Introduction to Mathematical Analysis with Applications to Problems of 
Economics. By P. H. DAus and W. M. WuysBurn. Addison-Wesley, 
Reading, Mass. Pergamon Press Ltd. 1958. viii + 244 pp. 


For the student who has only elementary notions of mathematics, Dowsett’s 
book is to be recommended. Though in range of mathematical manipulation 
it does little more than nibble at the fringes of each topic, there are lengthy 
and illuminating discussions of popular mathematical concepts and the 
part they play in economics. Its task would seem to be to enlarge the 
mathematical vision of the unsophisticated student and whet his appetite 
for the more substantial fare provided by Allen’s Mathematical Analysis 
for Economists. 
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Although the standard of exposition in Lewis’s book is generally good 
—the chapters on calculus, differentials, and complex numbers, particularly 
good—one is left with the impression that he has essayed to cover too much 
ground, even though he confines himself to the older analyses which build 
on the calculus. The decision to omit so many of the proofs was perhaps 
undertaken only after much deliberation. Yet 1 think it was the wrong 
decision. It is asking too much of any student in earnest about learning 
mathematics to accept proposition after proposition on faith. It is not only 
too makeshift a way of imparting knowledge, it deprives the student of 
valuable practice in the art of mathematical inference and, instead, burdens 
his memory with a diversity of apparently unconnected rules and pro- 
cedures. In any case, most of the proofs omitted are of the simpler sort 
and could easily be accommodated without adding more than a score of 
pages to the book. Finally, the last two chapters on differential and 
difference equations are much too compressed. For students of economics, 
a more expanded treatment of one class of differential or difference equations 
—linear and with constant coefficients—would have been far more useful. 

Daus & Whyburn’s book treads a narrower path than either of the other 
two books, being little more than an introduction to the calculus, but more 
terse and formal in treatment than is perhaps suitable for a beginner. As the 
authors say in the preface, it presupposes a second course in algebra, prefer- 
ably taken in college. Though the treatment is not difficult, it is likely to 
be more readily intelligible to’ those with some mathematical training who 
are seeking knowledge of economics than for economists without any 
initial facility in manipulating simple mathematics. The final chapter on 
curve fitting, in particular, would require very close reading by the beginner. 

One conclusion emerges after a perusal of these books, good though 
they are in parts; it is that, as a textbook written specifically for non- 
mathematical economists, R. G. D. Allen’s Mathematical Analysis for 
Economists still stands in a class of its own. 

E, J. MISHAN. 


Social Accounting and Economic Models. By RICHARD STONE and GIOVANNA 
CrorT-MurrRAY. Bowes & Bowes. 1959. 88 pp. 9s. 6d. 


This slim volume is advertised as a sequel to Meade and Stone’s National 
Income and Expenditure. In fact its scope is wider and might be considered 
in two aspects, the descriptive and the analytical. The descriptive part 
comprises the first two of the four chapters. These are the natural sequel 
as they describe the developments in the official estimates of national income 
over the past ten years or so. There is the description of the division of the 
economy into social accounts with the recording of real or imputed money 
flows between accounts and the neglect of those within accounts, There 
is the even more detailed division of the economy according to an input- 
output matrix, illustrated for 1950. There is an excellent, if rather dogmatic, 
discussion of the problems of constructing and using such a matrix. It is 
suggested that three distinct matrices would be useful, one with classification 
by final products, one by industries in the technical sense and one in the 
financial sense. 

Three features of a typical matrix cause special difficulties. The first is 
that purchases and sales, rather than use of materials and production, 
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tend to be recorded, and the differences may be sufficiently great to lead to 
misleading conclusions. The second is the treatment of trade and transport 
as industries which are independent of the goods they handle. : It is thought 
better to treat them as selling their services to the purchasers rather than 
to the sellers of goods, so that a householder buying milk is treated as buying 
in part from the farmer directly and in part from the distributor. The third 
is the treatment of imports, some of which may be in direct competition with 
home production. 

The second half of the book is analytical, the link being the input-output 
matrix, to which, however, only faint praise is given—though models based 
thereon are “‘ heroic’, any progress in their use is not likely to be rapid. 

This enables the approach to develop into investigations of human behav- 
iour in response to price and income changes based on pre-war budget and 
time-series data. This chapter is very condensed with mention of the simul- 
taneous equation approach illustrated by an example where the approach 
is not necessary. It suggests that the integral of the log-normal distribution 
is the most satisfactory form of the expenditure curve. It makes attempts to 
distinguish between short and long-term elasticities, argued primarily for 
durable goods, whereby in long-term equilibrium demand consists only of 
replacement demand with no net investment. Finally, there is application 
of the methods to statistics of purchases (at constant prices) of seven groups 
of commodities in the U.K. for the eleven years 1947 to 1957. The fits are 
generally good, but in an economy that is slowly expanding good fits for 
aggregate figures are not difficult to obtain even by simple methods. 


H. S. Booker. 


The Economics of Money. By A. C. L. Day. Home University Library. 
Oxford University Press. 1959. vii + 248 pp. 7s. 6d. 


This book covers much the same ground as the author’s Outline of Mon- 
etary Economics at a more elementary level. The first six chapters deal with 
the theory of income, employment prices and interest; the next three discuss 
the principles and practice of banking; and the last seven are devoted to 
international matters, starting with the balance of payments and ending with a 
brief account of post-war international finance. To cover so much ground 
in so small a space and in a way that is understandable by a complete new- 
comer to the subject involves a formidable task of simplification and com- 
pression, and this Mr. Day performs extremely well. He has a rare ability 
both for seeing the essentials of a problem and for concise and lucid writing. 
This is a book which should be very useful to the beginners for whom it is 
primarily intended, but it also makes thoroughly enjoyable and stimulating 
reading for those weary with the attempt to teach first year economics. 

When so much has to be simplified it is almost inevitable that some points 
should be over-simplified and, at the risk of seeming ungracious, there are a 
few of these that should be mentioned. The trade cycle model is a simple 
multiplier-accelerator one, operating in a trendless economy with, of course, 
no autonomous investment. Fluctuations are assumed to be explosive 
and so the model oscillates between a “ ceiling” provided by full employ- 
ment and a “ floor” given by an income low enough to generate dis-saving 
equal to the rate of net disinvestment which occurs through the wearing- 
out of capital when gross investment is zero. The model is presented with 
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great clarity, but the reader needs more warning than he gets of how far 
it is removed from the real world. 

In the international section, the theory of exchange rates and the balance 
of payments is treated in terms of demand elasticities only; there is no men- 
tion of supply elasticities, or of the changes in the commodity composition 
of trade that are likely to follow a change in exchange rates. Such an analysis 
almost inevitably leads to a rather pessimistic view of the efficacy of devalua- 
tion in correcting an adverse balance, and to an exaggeration of the extent 
to which it is likely to turn the terms of trade against the devaluing country. 
Mr. Day leaves his readers with the impression that both devaluation and 
deflation often have serious effects on the real income of countries imposing 
them, and that these effects can largely be avoided by a policy of direct controls. 
He draws attention to a number of disadvantages of controls, but not to the 
loss of welfare involved in the arbitrary restriction of choice. Perhaps the 
innocent newcomer to economics would benefit from a warning that a smaller 
physical volume of highly desired goods may be better than a larger volume 
of less desired ones. 

It would be wrong, however, to end this review on a note of criticism. 
In general Mr. Day has given a very clear account of those parts of his field 
on which there is agreement, while holding the scales fairly on matters that 
are still controversial, and he has produced a most readable and stimulating 
book. 

E. VicToR MORGAN. 


A Textbook of Money. By S. Korrewsc and F. A. G. KEEsING. Long- 
mans, Green & Co. Ltd. 1959. 308 pp. 35s. 


** Books, articles and learned discussions on money exist in abundance, 
and every newcomer to the scene should explain what particular niche he 
intends his book to occupy.” So runs the publisher’s blurb to this trans- 
lation of a textbook which has appeared in several Dutch editions since 
1945. The “ niche”’ at which it is aimed exists in the minds of those “‘ under- 
graduates and interested laymen’’ who wish to unravel the subject’s “‘ more 
practical complexities’’ rather than ‘“‘ the esoteric heights of academic 
polemics ”’. 

There is certainly a place for a textbook which will serve as an introduction 
to students who intend to specialize in monetary economics, and give the 
vital rudiments to those whose ultimate goal lies elsewhere. Such a book 
will combine history and institutional description with a modicum of analysis; 
theory being used to light up practice rather than vice versa. This task 
was well performed by Crowther’s Outline of Money until the passage of 
time rendered it obsolescent. The present work has similar aspirations. 
How well does it succeed ? 

Here a distinction must be drawn between Parts I and II, dealing with the 
closed and the open economy respectively. In the former, the authors 
attempt to cover an immense area in 120 pages, and the result has a staccato 
character. One has the feeling of reading token lecture notes rather than 
full-bodied exposition. By contrast, the external problems selected are more 
fully developed, and the attentive student will find here much real-world 
flesh with which to clothe the dry bones of more analytical treatments. 

Overall, then, the book seems to fall just short of attaining its object, but 
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in a world in which little is perfect it will have its uses. Its value would be 
greatly increased if for a reprint the occasionally wooden translation were 
enlivened by a reviser whose native tongue is English; if one or two pro- 
duction blemishes (the table alleged to follow page 32, for example, in fact 
follows page 16) were rectified; and if the price were reduced. 

A. B. CRAMP. 


The Free Trade Proposals. Edited by G.D.N. Worswicx. Basil Blackwell. 
1960. vii+142 pp. 30s. 


This is a record of certain early meditations, at the Oxford Institute 
of Statistics, of a group of economists regarding the proposals to form a 
Free Trade Area in Europe. Part I of the book reproduces contributions 
written at the end of 1956 ; Part II was written during 1959. The subject 
of the European Free Trade Area is of very real interest today. This interest 
(as writers of the book are aware) has its root in the political importance 
of a unified Western Europe in the face of the threat of the Communist 
bloc. Nevertheless there is fairly general agreement that the present phase 
of economic integration in Western Europe, with the European Economic 
Community on the one hand and the European Free Trade Association on 
the other, must give way to some new arrangement. Either European 
economic integration will move forward, or else there will be a reversion 
to the old national basis. The understanding of the outworking of the 
present organizations is dependent not so much upon a deep understanding 
of the economic principles involved as upon a very practical assessment of 
the situation. This in turn hinges upon such factors as the power of the 
big cartels in the various industries in Europe, the policies and enactments 
of the European Governments, the relative strengths of the industrial and 
agricultural sectors of the different European countries, and the pressures 
of extra-European economies upon the economies of the European countries. 
It is obvious that studies of the kind printed here could not embody much 
practical knowledge of these things. Rather, any student reading the book 
will get a good sample, traced out against the background of the Free Trade 
Area idea, of the modes of analysis used by several of our leading economic 
theorists. To someone who seeks to assess generally the problem of the 
European Free Trade Association, the article by Mr. Worswick which 
concludes Part I will probably be most useful, since it helps to relate some 
of the different contributions and canvasses issues some of which are still 
live today. There are also articles assembling factual material and statistics 
relevant to the problems of the Free Trade Area, but (owing to the passage 
of time) more up-to-date compilations of such material are now available. 

Mr. Sargant’s contribution “Stocks and Quantitative Restrictions” 
contains one of the less familiar suggestions. He advocates the use by the 
Government of a variable reserve of stocks as an instrument of control of the 
balance of payments. Mr. Sargant points out shortly and clearly that physical 
stocks offer an alternative to monetary stocks in that a deficit in the balance 
of payments may be met by drawing down physical stocks so that imports 
may be pro tanto reduced. Although this process might take place without 
the Government participating in the selling and buying of commodity 
stocks, Mr. Sargant states that in fact “the present tendency of Stock 
movements is, for reasons insufficiently known, actively to aggravate the 
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pressures ’’ on the balance of payments (p. 56). He therefore advocates that 
Governments should insist on the right to exercise quantitative restrictions 
of imports in these conditions (p. 57). Mr. Sargant’s suggestion is certainly 
interesting ; once again evidently everything depends upon the practical 
working of such action. How far would stocks as at present held suffice, 
or how big an increase would be necessary ? What would be the cost in 
terms of money and space of holding such stocks ? How sensitive would 
business men be to Government stock manipulation ? 

The present reviewer agrees with a view found in Mr. Balogh’s second 
article that Commonwealth co-operation is an essential condition for Britain’s 
participation in a satisfactory European economic body. The possibility 
of bringing the Commonwealth right into the centre of high-level negotiations 
for welding together the Six and the Seven appears to offer the best hope for 
a successful way out of the present impasse. If these two groups are not 
brought together, the Communist bloc secures an important victory in 
its ‘‘ Divide and rule” strategy against the West. If the Six and the Seven 
are to be brought together, and if Britain is to secure anything for the loss 
of popularity and face and influence which she has suffered by standing 
aside from the European Economic Community, surely the reasons which 
prevented her from joining the Community must be stated and met. The 
case must be made in full regarding Imperial Preference, obligation 
to dependencies, agriculture in the overseas Commonwealth and in 
Britain. Britain’s difficulties cannot be met if they are not known and there 
still seems to be a very considerable degree of ignorance on the Continent 
about Britain’s reasons for standing aside from a European community. 
Nevertheless, the European Economic Community as well as the European 
Free Trade Association both have to deal with the problems of overseas 
underdeveloped countries, for the former unexpectedly incorporated within 
the Community at the last moment the overseas dependent and associated 
territories of the six member States. So that both the British Commonwealth 
and in some measure the European Economic Community have to deal 
with the many problems of overseas countries offering essential primary 
materials to Europe and requiring large-scale supplies of industrial goods 
and capital. Is it too much to hope then that negotiations of the kind men- 
tioned above between the British Commonwealth and the European countries 


might prove fruitful ? 
Shtp y H. MAKOwER. 


Population Growth and Economic Development in Low-Income Countries: 
A Case Study of India’s Prospects. By ANSLEY J. COALE and EDGAR 
M. Hoover. Oxford University Press. 1959. xxi + 389 pp. 42s. 


Like its predecessor in the Princeton Population Research series—Kingsley 
Davis’ Population of India and Pakistan’’—this work analyses demo- 
graphic and economic conditions and trends in India, but devotes far more 
attention to the formulation of projections. The analysis is also extended 
to other underdeveloped countries which, however greatly their initial 
positions may differ, are characterized by low income per capita and high 
fertility. Here Mexico is the chief illustration. 

Firstly, there is a general discussion of ‘‘ the variables relevant in a con- 
sideration of how economic development and population influence one 
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another ”’ (p. 4) in low income areas embarking upon economic development. 
Secondly, three projections, based on differing hypotheses as to fertility 
rates (high, low and intermediate)—a sharp decline in mortality being assumed 
in all cases—are formulated to illustrate the possible growth and future 
composition of the Indian population up to 1986. Thirdly, a detailed case- 
study is undertaken of the main factors determining economic growth in 
India, leading up to elaborate alternative economic projections, illustrating 
the differential effects of the three population projections on the prospect 
for economic growth. Similar estimates are made for Mexico. 


The authors’ prolonged and often intricate analyses and estimates are 
directed to one specific and quite novel task: that of actually measuring the 
differential effects of varying population growth-rates on the rate of economic 
growth. Nevertheless, on account of its general interest, together with its 
excellent organization and exposition, the book can be warmly recommended 
even to readers not specifically concerned with the techniques of 
projection. 


The demographic projections give rise to little criticism, as the hypotheses 
are chosen to represent varying rates of growth rather than what is likely 
to occur. The estimates underlying the economic projections are far more 
controversial, being based on “ what seem to us reasonable assumptions 
about savings rates, capital-output ratios and the like ’’ (p.286). The method 
is to consider the effects of each population projection upon those aspects 
of the economy deemed to be most affected by differing rates of population 
growth. It is, however, freely admitted that the economic estimates are 
conjectural in nature, and in no way forecasts. 


The general conclusion that the rate of economic development is funda- 
mentally related to the rate of population growth is hardly novel. The 
identification of the relevant “ critical variables ’ and the final measurements 
of the differences in per capita income attributable to varied rates of popu- 
lation growth are, however, most valuable, and highlight the extreme im- 
portance of the population problem. 


It is impossible to attempt in this review any appraisal of the realism or 
reasonableness of the very numerous economic assumptions and estimates 
involved, but one criticism may be made, that the economic projections 
appear to be based throughout on the assumption that the level of the whole 
economy is definitely tending to rise. The experience of the first two Plans 
suggests that this is by no means certain, specifically because there is no 
evidence to suggest that the proportionate dependence upon agriculture 
has declined, or that a check to the past increase in unemployment and 
underemployment has been achieved. Even if the present slight tendency 
for average per 2apita income to rise persists, this may be attributable to 
increased inequality of incomes, the improvement not being shared by the 
masses. Should this be so, the authors’ assumptions about, for instance, 
savings in certain sectors (especially when based upon optimism about the 
future of the co-operative movement) may prove extremely unrealistic. 
In other words it may be suggested that the authors tend to rely overmuch 
upon Official aspirations. It is true that a less optimist picture would in no 
way affect the differential advantage of lower fertility, but it certainly would 
have emphasized the urgency of the population problem. 


VERA ANSTEY. 


382 ECONOMICA [NOVEMBER 


Economics for Agriculture: Selected Writings of John D. Black. Edited 
by JAMES Pierce Cavin. Harvard University Press. Oxford Uni- 
versity Press. 1959. xi +719 pp. 96s. 


This book is a monument of piety to a writer and teacher central in the 
field of agricultural economics in the United States over the past forty years. 
It consists of reprints of articles or book chapters under thirteen headings, 
with an introduction to each by one of Professor Black’s pupils or colleagues, 
together with a biographical sketch by Professor Galbraith and a full biblio- 
graphy. The headings are: production economics; land use; forestry; 
labour, tenure and credit; marketing and co-operation; prices and price 
analysis; consumption, food and nutrition; population, food supply and 
resources; agriculture in the economy; agricultural policy; political 
science, economics and the public interest; research method, economic 
theory, and the real world. 


In the development of the application of economics to the problems of 
agriculture we have, in this country, taken much more from the United 
States than we have returned, whether in techniques of farm budgeting, 
“* situation and outlook work ’’, or the macroeconomics of the relationships 
between agriculture and the rest of the economy. Black himself has been 
deeply concerned with a great deal of this development, but perhaps his 
greatest contribution has been as an educator insisting, albeit with invariable 
humanity, on the importance of economic principles and relationships, 
whether to his pupils, Congressmen, farmers, natural scientists, or his own 
more blinkered colleagues in farm advisory work. His influence has been 
thoroughly healthy in his emphasis on the need for adequate empirical data 
to make economic principles, e.g. the “‘ law ’’ of diminishing returns, useful. 
He has the additional merit of a considerable knowledge of the relevant 
natural sciences. His comments on the use and misuse of statistics are very 
sound, and he is always aware of the organizational problems involved in 
the policies he advocates. On policy matters he is eminently realistic, giving 
full weight, for example, to the facts of political attitudes towards Government 
interference. He refuses to see the role of the agricultural economist as a 
spokesman for a farm pressure group, and his attitude to agricultural produc- 
tion is unequivocally expansionist; this involves him in positive proposals 
to deal with recurrent surpluses, largely by improving the channels of 
‘** emergency distribution”. Some of the most interesting papers are on 
population and food resources, and on conservation problems, where he 
insists that the interests of the individual farmer are, in fact, very unlikely to 
diverge markedly from those of the community as a whole. 


Doubt remains as to whether this volume was well conceived. Black is 
not a terse writer, although sometimes a lucid one, and the editor has allowed 
identical passages to recur in each of several papers. The proof-reading is 
imperfect and on several occasions (e.g., p. 660 and pp. 679-80) whole lines 
appear to have gone astray. The introductory essays vary greatly in value, 
and some will be of interest only to those concerned with the minutie of 
the development of work in the field concerned. The editor states, ‘‘ the 
self-contained essay . . . is somewhat rare in (Black’s) writings’. This is 
one reason why, to an English reader, the price of piety may seem too 
high. 

ANNE MARTIN. 
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Farm Rents: A Comparison of Current and Past Farm Rents in England and 
Wales. By D. R. DENMAN and V. F. STEWART. George Allen & 
Unwin Ltd. 1959. 206 pp. 27s. 6d. 


This book reports the results of a survey of rents carried out by the Cam- 
bridge Department of Estate Management. Landowners and agents pro- 
vided information in respect of 12,661 farms occupying about 13 per cent. of 
the rented agricultural acreage (in holdings of 15 acres and over) of England 
and Wales. This large volume of evidence permits detailed analysis of the 
relation of rents to farm sizes, farm types, locality, size and character of 
estate and other factors; it also makes possible a study of rent changes since 
the close of the war, which is carried back to the pre-war years with the help 
of earlier surveys. 


Of the holdings surveyed, 56 per cent. were liable in 1957 to rents which 
had been changed in 1954 or more recently, but in 10 per cent. of the cases 
no change had been made since 1945 or earlier. The average rent payable in 
1957 was £1.92 per acre, compared with £1.17 in 1945. Both these figures 
are corrected to accord with the national size-distribution of rented holdings, 
but it is not quite certain that they are accurate national averages, for rents 
are negatively correlated with estate-sizes, and the representativeness of the 
sample in respect of these sizes cannot be tested. They are presumably 
the best recent estimates available, and may be compared with the averages of 
£1.06 per acre for 1941-3 derived from the National Farm Survey, and £1.05 
for 1936 and 1937 from a pre-war survey by the Ministry of Agriculture. 
The 83 per cent. increase in rent over the twenty-year period compares with a 
roughly six-fold increase in farm incomes and a rise of 219 per cent. in 
agricultural prices. 


The real rent of agricultural land in terms of produce was thus nearly 
halved, a result which is of course mainly attributable to the tenure and 
arbitration provisions, now amended, of the 1947 Agriculture Act. One 
purpose of the survey was to throw light on the influence of arbitrators’ 
valuations by comparing the average rents resulting from different procedures 
of determination. Of the rents payable in 1957, those fixed by open tender 
averaged £2.72 per adjusted acre; those fixed by negotiation with a new 
tenant averaged £2.34, while those fixed by arbitration or equivalent pro- 
cedure averaged £2.06. These figures however understate the true difference 
between arbitrators’ valuations and those of the open market, since the 
arbitrated rents are on the average more recent in date of determination 
than those fixed by other methods. A comparison based on similar 
dates of determination would have been more accurate, but is not 
given. 


The authors do not discuss the economic effects of rent stability either 
on the fortunes of landowners or on the agricultural industry, nor are they 
concerned with general questions of policy, though it is evident where their 
sympathies lie. The picture they present is not particularly novel, since 
much of it was already known in outline, but a great deal of detailed corro- 
boration has been added. The survey is the most comprehensive investi- 
gation yet made of its subject, and the book gives a full and informative 
presentation of its results. 

E. F, NAsH. 


384 ECONOMICA [NOVEMBER 


Pilkington Brothers and the Glass Industry. By T.C. BARKER. George Allen 
& Unwin Ltd. 1960. 296 pp. 40s. 


Dr. Barker is one of the leading members of the Business Archives Council, 
and both in Business History and in a pamphlet bearing the same name, 
published by the Historical Association, he has done much to advocate 
the highest standards in the production of firms’ histories. His own volume 
(beautifully produced, and very cheap at the price) not only fulfills all the 
exacting demands set by its author, but must rank as a masterpiece of 
economic history writing. We are, indeed, told everything there is to know 
about the history of this firm—now virtually the only producer of flat glass 
in this country. But we are also given much that is illuminating the problems 
which beset the historians of industrial Britain. It cannot have been an 
easy task : the material was not always at hand, and there are long gaps 
in the company’s records. The papers of their former rivals, Chance 
Brothers, and a mass of local and national records had to be consulted to 
make this a continuous narrative. It is a tribute to Dr. Barker’s ingenuity 
and persistence that only reference to the footnotes can show where his 
path was smooth and where long searches had to be made. 

The Pilkingtons were (and are) a remarkable family, and we are given 
a vivid account of the entrepreneurial life. They began as wine and spirit 
merchants, and were able to use the large profits from this as the principal 
basis of the heavy initial outlay required to start a glass works on the scale 
of the St. Helens undertaking. (We learn that even at the end of the 18th 
century, £50,000 was necessary for a plate glass works—the Ravenhead 
firm was incorporated with limited liability to make this possible.) The 
book contains a detailed, but never dull account, of the vagaries of the 
excise system with which the Pilkingtons contended, successfully, unlike 
many of their rivals, succeeding even, at one time, in obtaining more in 
draw-back on exports than they had paid in duty ! The family had obvious 
financial ability and managerial capacity : some of them were self-taught 
technologists, building tank furnaces without benefit of working drawings. 
Unlike the Chances, they did not send their sons to Universities to learn 
their art. They were religious men, but they had no wide cultural interests. 
The Chances were philanthropists and advanced local and national causes : 
the Pilkingtons were hard. 

Was this the only reason for their success? It is unlikely. They were 
lucky : they were long-lived and suffered little through death duties. 
Members of the third generation since the foundation of the firm in 1826 
are still alive, and the fourth is in command. There was never any shortage 
of able sons to take over. Neither outside management nor outside capital 
were required. Were they abstemious like the legendary heroes of the 
Industrial Revolution ? Moderately so, perhaps : at a time when trade was 
not very brilliant, at the end of the 19th century, the 10 directors never 
shared less than £100,000 between them, or less than half the gross profits. 
Dr. Barker excuses them by saying that if £15,000 of this had been distributed 
as extra wages, this would have added only 10 per cent to the men’s income : 
but surely it would be better to say that if the directors’ drawings had been 
paid as wages, in toto, it would have doubled them ! 

But they did not, apparently, ever fail to take an opportunity to invest 
in innovations, for all their wealth : and when the need arose, they drew 
on their personal fortunes to supplement the retained profits. Technically, 
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they were nearly always in advance of their rivals, and experiments succeeded 
at St. Helens when they failed elsewhere. Gradually, competitors dropped 
out. Dr. Barker shows the workings of the Manufacturers’ Association, 
with its quotas and price lists, since the 1820’s and proves its relative in- 
effectiveness. Pilkingtons were one of the youngest firms, but they were 
strong enough to bargain with their fellows, and very soon to take over 
the lead. Fifty years after they began, there were only half a dozen firms 
left, and soon there were only two. By 1955, Pilkingtons stood alone. 
And precisely at this point, they chose to invest enormous sums in the 
most significant technological advance in the industry for generations : 
the float glass process. 

There are extremely illuminating chapters on labour, and labour relations. 
Glass makers were paid up to four guineas a week a hundred years ago, 
more than some of the management. These were mostly foreigners, and they 
were temperamental. They worked hard, and comparatively short hours. 
Semi-skilled labour and women and children were easier to come by at 
St. Helens, where Pilkingtons were in a dominant position. Chances, 
at Smethwick, competed with twenty other growing trades for labour. 

We learn much about vertical integration, and are shown the connection, 
once again, between glass, chemicals and coal, on which Dr. Barker and his 
associates have already published valuable evidence. The technological 
explanations are easily intelligible to the layman, and the book steers clear 
of complex working drawings of machines. Instead, there are good photo- 
graphs and plans, and useful documents and statistics in several appendices. 
Index and footnotes are models of their kind. In fact, it would be hard to 
fault this volume. 

Naturally, the history of the last fifty years is rather a sketchy epilogue : 
but the protagonists of the era of cartels and the emergence of the national 
monopoly are still alive, and one would ‘not expect the history of this period 
to be written for some time. But then, as was said at the start : this is not 
merely the record of one firm, but the history of an industry, and of the 
British economy. As such, it is a gold mine for the economic historian— 
whether his special field is the trade-cycle, international trade, technology 
or entrepreneurial questions. For the information is so set out that it fits 
at once into the modern pattern of enquiry. One can only hope that imitations 
will be attempted. We are fortunate that in this case a co-operative and 


r istorian. 
generous firm has found a worthy historian D.E.C. Everstey, 


British Industrialists: Steel and Hosiery 1850-1950. By CHARLOTTE 
Erickson. The National Institute of Economic and Social Research. 
Cambridge University Press. 1959. xxi + 276 pp. 40s. 


It was a happy inspiration that led the National Institute of Economic 
and Social Research to choose the steel and hosiery industries as the subjects 
of this pioneer study of the social origins and careers of British industrial 
leaders. Both underwent profound technological change in the second half 
of the nineteenth century: in steel the Bessemer and open-hearth processes, 
and in hosiery power-driven machinery and the factory system, transformed 
the industrial scene. But in many respects, including scale, structure and, 
as this study makes clear, the social background of its leaders, the two 
industries were strongly contrasted. 
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No less happy was the Institute’s choice of Dr. Erickson to carry through 
this ambitious research project. With extraordinary industry and thorough- 
ness she has compiled 998 usable biographies by drawing on such sources 
as parish registers, census manuscripts, company reports, obituary notices 
in newspapers and journals, school admission registers and birth and 
marriage certificates as well as on published memoirs, trade journals and 
parliamentary papers. These 998 leaders account for a high proportion— 
75 per cent.—of the “‘ top people ” in British steel and Nottingham hosiery. 
With so much more comprehensive a coverage than that hitherto provided 
by isolated industrial biographies, Dr. Erickson is able to draw firm con- 
clusions about the characteristics of the leaders in the two industries: their 
social origins, marriage connections, type of education and training, age 
when appointed to top-level posts, length of career and range of business 
experience. 

She is scrupulously careful not to generalise beyond the strict limits of 
her data; and she leaves the reader to reflect for himself on the bearing the 
evidence may have on some of the hypotheses that have been propounded 
in this field. The Schumpeterian view that innovation typically throws up 
new firms is not supported by the evidence from these two industries ; in 
both it was existing firms, not new ones, that successfully introduced new 
techniques and forms of organisation. There was, however, as Dr. Erickson 
points out, some “accent on youth” in the innovating firms: in steel 
the pathfinders were mainly firms in the first generation, and in hosiery the 
old firms that led the way usually had young partners. Similarly Marshall’s 
opinion that periods of economic reconstruction provide exceptional oppor- 
tunities for men of humble origin and little formal education finds little 
support here. In steel, “‘ the period of revolutionary change between 1860 
and 1880 did not witness the rise of more ‘ bold young men’ who ‘ rose 
from the ranks ’ than did the later more conservative phase of the industry. 
In both periods the leaders came almost entirely from upper middle-class 
families’. And in hosiery, where low capital requirements have always 
made the entry of new firms relatively easy, few men of humble origin made 
their fortunes during the period of innovation. 

This attractively written and well arranged study is of great value to 
economists, historians and sociologists. It is to be hoped that the outstanding 
success of the Institute’s project will encourage other research workers to 
follow Dr. Erickson’s excellent example by undertaking similar studies in 
other industries. 

A. G. PooL. 


The Motor Industry. By G. Maxcy and A. Smperston. George Allen & 
Unwin Ltd. 1959. 245 pp. 25s. 


This book comprises a first-class exposition of the economics of a single 
industry, and deserves to be closely studied by businessmen, economists 
and aspiring economists alike. In particular, the:central chapters (III to 
VID contain one of the neatest analytical accounts of the industrial applica- 
tion of elementary economic principles I have read. At the same time, 
the style of writing makes for pleasant reading and the contents are easily 
assimilated. 

The approach by the authors to their subject matter corresponds to that 
of a traditional microeconomics text. After a brief historical introduction 
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and outline of the present-day structure of the motor vehicles industry, we 
are presented with the economics of the industry per se. First, the complex 
of variables influencing the demand for motor-cars—both first-purchase and 
replacement—is analysed in the light of the most recent evidence. Next, 
there is an outline of the process of manufacturing and structure of costs 
from which the short and long-run supply curves of the industry are derived. 
Here perhaps lies the authors’ most valuable contribution in that they 
pin-point, by the use of a representative case-study, the relationship between 
the fixed and variable costs of production at different levels of output in 
the short run. The determination of the break-even point, the optimum 
output (in this instance a composite of differing optimum outputs for the 
various sections of production), and the nature of the long-run unit cost 
curve are also discussed. 

Some of the conclusions which emerge from this analysis are particularly 
interesting, and I would suspect, not always appreciated. Thus we are told 
that variations in output of up to 20 per cent. around the standard will 
influence costs very little and because of this (assuming constant profit 
margins) “‘ the elasticity of demand needs to be extremely large, possibly 
well over 7 before a short-period price cut can be expected to yield profits ” 
(p. 70). In support of this argument the authors refer to the experiences of 
the Ford Motor Company following a price reduction on its 8 h.p. model 
from £120 to £100 in 1935. Output apparently doubled but profits rose 
by only 10 per cent. In the long run there are, at first, substantial economies 
of scale in that ‘‘ something like a 40 per cent. reduction in (unit) costs 
can be expected as production increases from 11,000 to 50,000 units per 
annum ”’ (p. 93). Subsequently, however, the average cost curve gradually 
flattens out so that an increase in output from 200,000 to 400,000 yields 
only a 5 per cent. reduction in costs. Net diseconomies of scale would not 
seem to appear until around the one million mark. 

Two chapters are devoted to the competitive structure of the car industry. 
One is primarily historical in content; the other deals with the various 
sections of the industry at the present time. Not only do we find that there 
has been a trend towards an oligopolistic structure over the years (a trend 
which the authors believe will in general continue) but that the pattern of 
market behaviour has also gradually shifted from competition in price to 
competition in quality. There is also a fairly lengthy account of the profit- 
ability of the industry over the years and its sources of finance, and some 
tentative comments on the industry’s future prospects. 

This book will most surely be the standard work on the motor vehicles 
industry for some time to come. Two particularly heartening things about it 
are first, the resounding proof that the economics of the classroom do 
have some relevance to the everyday world, and second, that some academic 
economists at least can apply this knowledge so that it can be of real service 


to those outside their cloistered environment. 
J. H. DUNNING. 


The Emergence of the German Dye Industry. By JoHN JosEPH BEER. The 
University of Illinois Press, Urbana. 1959. xiii + 168 pp. Paperbound 
$3.50; clothbound $4.50. 

This is a very good general account of the growth of the modern dye 
industry, the best introduction to the subject for anyone who comes fresh 
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to it. It ranges more widely than the title would suggest. In order to set 
the scene Mr. Beer has had to devote a third of his book to the now fairly 
familiar—but here very well told—story of H. W. Hofmann at the Royal 
College of Chemistry in London and the succession of able students who 
passed through his hands, and of W. H. Perkin’s remarkable (but still 
puzzling) venture into what was soon to become a new branch of industry 
and its brief heyday in Britain. He then goes on to describe in clear outline 
the industry’s growth in Germany. The close links between factory and 
university, the constant quest first for new dyes and then for ways of making 
them more cheaply, the modern sales techniques and the mergers—all 
these make absorbing reading. 

It is easier to understand German resourcefulness than to understand the 
apparent lack of it in both Britain and America. Mr. Beer brings out the 
formidable difficulties which confronted the Germans in the 1870’s and 
1880’s. Everything was not so ruthlessly efficient at that time as some 
apologists for British lack of enterprise would suggest. The Bayer Company, 
for instance, first took on university graduates in the decade 1874-84 ‘‘ because 
it was primarily interested in improving production methods ”’, and these 
graduates were very hard put to it to wrest authority from dictatorial fore- 
men. Even in 1884, when the valuable services of Duisberg were secured, 
research facilities were “located wherever there happened to be space to 
spare... Envied were the men who boasted the convenience of a sink and 
a drain... There was no storeroom, no library, no glassblowing shop ”’. 
The author admits that the Bayer Company was then a follower in industrial 
research. Yet its survival and growth under such circumstances makes the 
decline of the industry in Britain, which is dated from about 1873, all the 
more remarkable. 

T. C. BARKER. 


Public Utilities in American Capitalism. By M. G. GLAESER. The Macmillan 
Company. 1957. xiv + 624 pp. 52s. 6d. 


This bulky tome presents a historical, institutional and legal survey of 
American public utilities and their economic regulation. The work is divided 
into three parts. The first, on ‘‘ economic and institutional foundations ’’, 
is chiefly concerned with the part of the public utility in a capitalist economy. 
This subject is considered mainly from a historical and legal point of 
view, though there is also quite a lot of technological information and brief 
paragraphs on such matters as economies of scale and joint costs. The 
second part of the book deals with administrative aspects of American public 
utility regulation, and the third presents an interesting series of case studies 
on the part played by government planning and co-ordination in American 
public utilities (TVA, St. Lawrence Seaway, Colorado River, etc.). The book 
is very erudite and full of important information ranging over a wide field. 
However, it is inspired by an institutionalist methodology and a predilection 
for legalistic concepts which readers trained in analytical economics may 
find trying. The sections which deal with conventional economic analysis 
are in all cases elementary and at times definitely unsatisfactory. Here are 
some quotations: ‘‘ Considering the prodigal way in which the American 
people have come to use their various energy resources,...it is obvious 
from a long-run conservation point of view that inexhaustible water power 


1960] BOOK REVIEWS 389 


should be substituted for the use of fossil fuels whenever feasible” (p. 164, 
my italics). “‘ What most distinguishes public utilities from other businesses 
is that they have achieved a high degree of control in their marketing areas ”’ 
(p. 224). ‘‘ Economists have classified wealth into the two categories of 
capital and income” (p. 384). ‘‘ Few, if any, business enterprises are as 
important to our economic well-being as are the public utilities. They 
minister to wants which are regarded as basic ”’ (p. 404). ‘‘ From the point 
of view of strict theory, in markets where the rule of free competition obtains, 
the competitive norm is set by the most efficient producer, that is to say, by 
the cost standards of a substitute plant, to which other competitors must 
conform ”’ (p. 594). These passages and others, where they do not actually 
contain analytical errors, show a certain lack of sophistication in economic 
analysis which is the main defect of this book. 
L. P. Fo.pes. 


Overcentralization in Economic Administration: A Critical Analysis Based 
on Experience in Hungarian Light Industry. By JANOS KorNal.  Trans- 
lated by JOHN Knapp. Oxford University Press. 1959. xv + 236 pp. 
32s. 6d. 


In his preface to the original edition of this book, which appeared in 
Hungary in 1957, the author makes a criticism of the economics textbooks 
published in his country: ‘‘ All these have a serious fault in common: 
instead of telling us how the economic mechanism really works, they merely 
describe how it would work if it worked as their authors would wish... For 
this reason, a coherent description of how the mechanism of our economy 
really does work represents a new task, not hitherto performed in the econo- 
mic literature of our country”. This criticism would apply with equal 
force to the economic literature of the U.S.S.R. Some may say that it 
applies also to western countries, and, of course, many western economists 
have written of an imaginary rather than of the real world; but these econo- 
mists were generally engaged on abstract theoretical constructions, while 
their eastern confréres were purporting to describe reality. Mr. Kornai 
has put us all in his debt by providing a logically argued and coherent picture, 
admirably rendered into English by Mr. Knapp, of what might be called 
the microeconomics of industry under centralised planning, and his work 
is so far unique. Nowhere else in the Communist world has such a study 
appeared. While in the U.S.S.R., Czechoslovakia and especially in Poland 
critical voices have been heard for some years attacking various aspects of the 
planning system, these criticisms have either been of a general character, 
or have been scattered among a large number of detailed articles in specialised 
periodicals. 

Readers of Economica may recall that the reviewer wrote about “* The 
Problem of ‘ Success Indicators’ in Soviet Industry ” (in the February 1958 
issue), mentioning many of the specific weaknesses and distortions now 
analysed by Mr. Kornai. The large number of footnotes to that article 
shows that the evidence had to be sought in many different Soviet sources, 
in none of which was there any analysis of causes or of the system as a whole. 

Mr. Kornai analyses with great care the “system of instructions ”’, as 
seen from the angle of the recipient enterprise. The manager’s instructions 
take the form of various plan indicators, or goals, which he is to fulfil or 
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overfulfil: gross output (usually with some subdivision of the product mix) 
sales, cost reduction per unit, labour productivity and so on. These are 
linked in various ways to managerial bonuses. Taking each of these ‘“ indi- 
cators ” in turn, Mr. Kornai then shows in great detail, and with numerous 
examples from practice, the ineffectiveness of some instructions and the 
distortions engendered by others. The fulfilment of each of the plan “ indi- 
cators’”’ can be facilitated by a variety of manoeuvres on the part of the 
management, which are irrational from every standpoint except that of 
arithmetically fulfilling the appropriate elements of the plan. Thus, 
measurement of production in terms of gross output encourages the use of 
dear materials or other unreasonable changes in the product mix (labour 
productivity statistics also “‘ benefit ’’ from this); there is scope for “‘ mani- 
pulating stocks of semi-finished products and work in progress ”’ to simulate 
plan fulfilment in aggregate terms; “‘ it is possible to raise production values 
simply by producing unnecessary products ”’, which will be included in the 
output statistics so long as they are not technically defective, ‘‘ even if they 
are wanted by nobody’. Cost reduction plans are equally conducive to 
distortions at enterprise level. Above all, as Mr. Kornai very rightly 
emphasises, none of the plan indicators which stimulate and direct enter- 
prise activity have the slightest connection with “‘ the degree to which the 
products of enterprises are adapted to satisfying the requirements of society ”’. 
Nor is there any inducement to enterprises to take the initiative in technical 
developments or the devising of new products. 

All the foregoing is important because de facto autonomy at enterprise 
level is an objective necessity. Communist ideologists and many of their 
western critics committed a grievous error in supposing that in a planned 
“command economy ” everyone can be told precisely what he should do. 
It is the quite unavoidable ambiguity of the instructions that makes effective 
central control unworkable. Yet, as Mr. Kornai so very well shows, so 
long as the essential criterion of enterprise operation consists of fulfilling 
instructions from above, and, therefore, of the fulfilment of plan “ indi- 
cators ’’, it is necessary for the authorities to issue orders and send inspectors 
to prevent enterprises from evading instructions and fully exploiting “ the 
economic ambiguities and contradictions which are contained in the system 
of indices to which premium payments attach”. So, while centralization 
is often self-defeating, or breeds inflexibility and bureacracy, decentralization 
would not in itself improve matters, and, indeed, would probably make things 
worse, if fulfilment of instructions remains the goal of economic activity. 
All is made worse in practice by over-ambitious planning and chronic short- 
age of materials, both of which are related to one another and to centraliza- 
tion. 

The picture which emerges is extremely negative, but requires to be put 
into some perspective if a western reader is not to reach misleading conclu- 
sions. Firstly, the author is concerned with “light industry ’’, ie. with 
consumers’ goods, which are, in a communist country, of low priority; 
they take the brunt of material shortages, and, owing to the infinite varieties 
of the product and of consumer demand, they are the most difficult to deal 
with in a planned system. This system is much more effective in coping 
with large-scale standardised production, or with specialised and complex 
equipment. Then Mr. Kornai is concerned essentially with microeconomic 
operation, and hardly touches either long-term planning or investment. 
This is in no way a criticism of his book, which deals admirably with its 
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chosen subject-matter, but it could give the impression that planning in 
Hungary or Russia has no real substance, which would be far from the 
truth. Finally, Mr. Kornai points out that his study relates to the period 
before 1956, and that some reforms have been introduced which correct some 
of the structural defects he analyses. This is true to some extent, but the 
essential problem must remain: how to persuade the producers, in an 
economy where the goals are decided by planners, to use their initiative 
to maximise use-value and minimise real costs, instead of manoeuvring to 
fulfil plan indicators. These questions remain prominent in the discussions 
of economists in the east, along with the linked problem of the role of prices 
and the profit motive. 

We should all be grateful to Mr. Kornai and to his Canlaon for enabling 
us to understand better the workings of a centralised planned economy. 


A. NOvVE. 


The Hungarian Experience in Economic Planning. By BELA A. BALASSA. 
Yale University Press. Oxford University Press. 1959. xii+285 pp. 
48s. 


The events of 1956 led to the departure from Hungary of a number of 
economists with an intimate knowledge of the problems and organization 
of the Hungarian economy, which were in nearly all respects typical of 
Soviet-style planning in general. Several of these economists have helped 
us in the West to understand how things really worked. Dr. Balassa’s book 
is, so far, the most systematic account of the record of Hungarian planning. 
This is placed by its author in the context of, as he puts it, “‘ socialism versus 
capitalism”. By suggesting certain success indicators, he endeavours to 
assess the relative success of the two systems. There is no sign that this 
book was translated, and Dr. Balassa should be congratulated on the clarity 
and indeed elegance of his English ; would that all natives of Anglo-Saxon 
countries had these stylistic qualities. Perhaps the only purely linguistic 
complaint concerns the misuse of that awkward word “control”, which 
is very common in literature on this subject. The Russian, French, German 
(and, I am sure, Hungarian) word—Kontroll, contréle, etc.—is checking 
and inspection, rather than “control”? in its usual English sense. 
But this is a relatively minor point. There is plenty of well organised and 
thought-provoking material in the book, which must rank high on any 
reading list about socialist planning. Obviously, this is a work to be 
welcomed, and the relatively few criticisms to be made below are not intended 
to detract from a basically favourable judgment. 

The first concerns the success indicators by which the performance of 
“ socialism ” and ‘‘ capitalism ’’ can, in Dr. Balassa’s view, be judged. 
It is, in fact, extremely difficult to use such indicators. Thus, in the absence 
of laboratory conditions, comparison involving two different countries 
may be distorted by factors which are beyond any economic system to 
correct. To take an imaginary example: a given set of incentives might 
stimulate growth and investment in a country where possessors of wealth 
are investment-minded, but would have no such result if the rich believe 
in acquiring palaces, objets d’art and yachts. Even if it could be proved 
conclusively that country A, which is “‘ socialist,” lags behind “ capitalist ’”’ 
country B under each of the selected success indicators, and such proof 
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is formidably difficult, it does not necessarily follow that the system is the 
cause. But perhaps more important, in the present context, is that in 
Hungary, as in other “* Soviet ” countries, the Communist rulers gave evident 
priority to political aims, such as the carrying through of a social revolution, 
to which more purely economic desiderata were subordinated, indeed 
sacrificed. Dr. Balassa himself quotes Lange’s dictum that these were a 
species of war economies. The crudest errors were also committed as a 
result of the uncritical copying, in a small country greatly dependent on 
foreign trade, of a Russian model designed for totally different conditions. 
The errors, distortions and stupidities so ably analysed by Dr. Balassa are 
an essential part of the truth, and he is entirely right to lay great stress on 
them. But it is another matter to use them to show whether Hayek or 
Dobb were right. Dr. Balassa is at his best when he describes and analyses 
the Hungarian system. However, he is rather less convincing when he 
compares it with the West, because Hungarian facts, figures and errors 
are contrasted only with a theoretical model of western “capitalism ”’, 
and not with facts, figures and errors in any real western country. For 
example, on page 86, he cites as evidence of ‘‘ bureaucratization ’’ an increase 
from 127,000 to 264,000 in the numbers employed in public administration 
in the period 1930-56. Alas, we can do “ better ”’ than this in Great Britain ! 
On the same page he shows that ‘‘ productive workers ”’ increased in number 
in Hungary by much less than did other employees in industry, but un- 
fortunately he does not cite figures for any western country, nor does he 
note that an increase in “‘ non-worker ”’ employees may be due to a relative 
rise in the numbers of “ engineer-technicians ”, which occurs everywhere. 
However, to repeat, this is a valuable book, and its account of the 
Hungarian economy since the war is a very worthwhile contribution to 
knowledge. PN eee 


The Steel Industry Wage Structure. By JACK STIEBER. Harvard University 
Press. Oxford University Press. xxiii+380 pp. 64s. 


This book is an immensely detailed and thorough study of the sequence 
of events that led to the adoption by the basic steel industry in the U.S.A. 
of a job evaluation programme and of a common classification involving 
thousands of jobs in many different steelworks. Combined with nationally 
negotiated wage changes this uniform classification of jobs has resulted in 
a nearly uniform industry-wide structure of basic rates in the U.S. steel 
industry. The book is almost entirely factual/in style and content. It is 
not intended for those who wish merely to savour the idea of job evaluation 
or its principles, but demands a high standard of concentration on the 
particular industry in question. More attempts at generalisation would 
have added to the book’s usefulness. But asa detailed case study of company- 
union relations, of the difficulties of job evaluation, and especially of the 
difficulties of applying these techniques to incentive-paid workers, Professor 
Stieber’s work is a most useful aid to wider understanding of the problems 
of wage structure. On one important point Professor Stieber’s work is 
at variance with earlier evidence. His more detailed study appears to show 
that, contrary to accepted belief, occupational differentials in the earnings 
of American steel workers have narrowed considerably in this century. 
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The principal worry which economists generally experience in looking at 
job evaluation techniques is whether they will prove flexible enough to 
adjust to changed conditions in the market for labour. The steel industry 
is fortunate in having occupations which for the most part do not occur 
in other industries and so can pursue a somewhat independent course. 
Besides it pays high wages and this is always a means to freedom from 
market pressures. While the author is cautious and gives much of the oppos- 
ing evidence, the book seems to go a little too far towards stressing the 
advantages of an administered wage structure. Professor Stieber makes 
a good point in showing that market forces never produced anything like 
a rational structure before the job evaluation programme took over. But 
the new structure may be more susceptible to labour-market forces than 
the old, while the uniform pattern of basic rates in the industry may be 
a factor making for prolonged disputes over wage claims, such as the recent 
dispute and stoppage in the U.S. steel industry. It may be significant that 
less success has been experienced in inducing uniformity in incentive schemes 
while the proportion of incentive-paid workers in the industry has grown. 


D. J. ROBERTSON. 


A West African Trade Union. By W. A. WARMINGTON. Oxford University 
Press. 1960. ix + 150 pp. 21s. 


The problem of using conceptual notions of appropriate institutional 
behaviour derived from British experience is again raised by W. A. 
Warmington in his excellent study of the Cameroon Development Corpora- 
tion Workers’ Union. Because his survey was confined to one union 
operating within a clearly defined field Warmington has been able to 
penetrate deeply into the factors that bays shaped the growth and behaviour 
of the organisation. 

Warmington comes to the Contin that in spite of serious deficiencies 
the C.D.C.W.U. has worked remarkably well. However, attention is 
focussed on the problem of analysing trade unionism in Africa in British 
terms. Ought we to expect unions in underdeveloped territories to behave 
like British unions, either in terms of internal democracy or in terms of their 
external activities, when the experience of their members and the environment 
in which they have grown up has been entirely different ? Warmington asks 
some challenging questions to which a sharp point has been given by develop- 
ments in Ghana and Singapore since he made this study. Both of these 
erstwhile British-ruled territories have abandoned what might be described 
as the British principle of autonomous industrial relations in favour of state 
regulation of the settlement of the terms of employment and governmental 
control of the unions. Warmington suggests no dogmatic answers to the 
questions that his study has posed; indeed, it might be that the answers 


will not be the same in all underdeveloped territories. 
B. C. ROBERTS. 


Apprenticeship: An Enquiry into its Adequacy under Modern Conditions. 
By Kate LigEpMANN. ‘The International Library of Sociology and 
Social Reconstruction. Routledge & Kegan Paul. 1960. x + 204 pp. 

23s. 
This study is timely and exhibits considerable courage in pointing out the 
costly vestiges of an old established system which no longer functions in the 
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national interest. Its scope is limited to a comparison of engineering, printing 
and building trades in the Bristol district and nearby rural area but its 
conclusions are generally valid for most of Britain. 


Throughout the book Dr. Liepmann reiterates the premise that trade 
unions use apprenticeship to restrict the supply of skilled labour while 
employers, faced with the task of equalizing adequate training with pro- 
ductive work, often sacrifice standards for profitable employment. As 
technological change creates a greater demand for technicians and pro- 
fessional workers, apprenticeship is extended to these groups forcing the 
present inadequate system of technical colleges into a more prominent 
role. At the same time, many crafts are being de-skilled without a corre- 
sponding rationalization of the rigid systems of traditional apprenticeship 
which call for five years’ training and include skill requirements long 
obsolete. 

The present age restrictions, generally 16 for entering and 21 for comple- 
tion, are also out of line with current training requirements, particularly in 
engineering, which are a result of technology’s constant destruction of old 
crafts and creation of new skill levels. 


The Education Act of 1944 is cited as a factor which opens up higher level 
opportunities for gifted working class youth who formerly used apprentice- 
ship as an important way to a good career. The challenge now 
is “to produce workers of higher quality out of less promising 
material ”’. 

Concerned with broad national interests, the Ministry of Labour looks on 
apprenticeship as providing a method and opportunities for training skilled 
workers rather than a device for restriction of entry into a trade or supplying 
cheap labour. Although the Youth Employment Service attempts to make 
apprenticeship effective it is the National Service Deferment Board which 
plays a more significant role by raising standards and requiring day-release 
for apprentices in order for them to qualify. Dr. Liepmann indicates that 
these qualifications should be retained by apprenticeship schemes when 
National Service ends. 


The supply of applicants greatly exceeds the demand even before the 
imminent “bulge” of school leavers, and apprenticeships are still highly 
valued by parents and boys. But recruitment and selection are haphazard 
and there are no realistic statistics on available openings for the present, 
let alone the future. 

Dr. Liepmann concludes that apprenticeship is used by employers and 
trade unions for their own ends which are often at variance with the national 
interest. Industry has failed under a voluntary system and should not be 
left to determine the number of apprentices needed, standards, age limits 
or length of training required. The State “‘ must take the prime responsibility 
for training for industry, both in its quantitative and in its qualitative 
aspects ”’. 

However, the State will face a tremendous task for apprenticeship is 
clothed in traditions woven into the fabric of industrial relations and it is a 
social institution, as well as an educational one, still jealously guarded by 
powerful vested interests. 

HERBERT A. PERRY. 
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Fringe Benefits and their Federal Tax Treatment. By HuGH HoLLEMAN 
MacauLay, Jr. Columbia University Press. Oxford University 
Press. 1959. x + 246 pp. 52s. ; 


“ Fringe benefits ” is a phrase which cannot be exactly defined. Clearly 
it does not include monetary benefits which a man receives as a direct return 
for his labour, such as wages, overtime pay, or a bonus on piece work. It 
also does not include a number of general satisfactions which a man will 
obtain from a particular employment such as an open-air job, or executive 
responsibility, or a pleasant view from his office window. In between direct 
rewards of labour and the indefinite satisfactions arising from general 
working conditions, there is a wide category of benefits which an employer 
may offer and an employee may gladly receive; they range from pension 
plans and general profit-sharing schemes, to the right to use a company car 
at weekends, or to obtain free tuition at the employer’s expense. 

In this book Mr. Macaulay first indicates and classifies a number of these 
benefits now current in the U.S.A. in the light of their tax treatment. Some 
are exempt from tax altogether; some are only partially taxable or are 
subject to a reduced rate ; on some the tax is deferred, such as a tax-free 
contribution to a pension scheme which ultimately produces a taxable 
pension, and some are fully taxable from the beginning. He shows, not 
surprisingly, that the popularity of each type of benefit depends largely 
on its tax treatment and he briefly analyses their effect from the public finance 
and economic aspects. He also takes certain of the more popular benefits 
and deals with their tax effects in considerable detail. Although the tax 
treatment of many of these items in the United States is different from that 
accorded here, Mr. Macaulay’s approach and classification would be equally 
valid for either country. 

The book is clearly written and should be read by anyone who is interested 
in the theoretical basis of income taxation; let us hope it will incite someone 
to do a similar study for the United Kingdom. 

G. S. A. WHEATCROFT. 


Fiscal Policy in Underdeveloped Countries. By RasA J. CHELLIAH. George 
Allen & Unwin Ltd. 1960. 168 pp. 20s. 


Chapters I and II of this book contain some well known arguments about 
the financial implications of underdevelopment. The fundamental point, 
according to the author, is that India (the book, incidentally is almost 
exclusively concerned with India) needs a much higher rate of capital forma- 
tion and so the main task of fiscal policy is to check personal consumption. 
This is put forward as a series of revealed truths rather than fully argued 
propositions. 

Chapter III (‘‘ Structure of taxation most appropriate for India’’) sets 
out the author’s proposals for ‘ mobilising the economic surplus’, as he 
calls it. The main points are that one must encourage ‘ socially productive 
investment ’ and that this can best be done by giving income tax concessions 
to those making net purchases of government securities and company shares, 
Indirect taxation should be reformed in the direction of laying relatively 
heavier taxes on those goods and services for which the income elasticity 
of demand is relatively high. 
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It is quite clear from the way the author trots out these ideas that he does 
not really understand what he is doing. For a start, the general flaw in a 
scheme which exempts saving in certain forms but only in certain forms, was 
summarised over 100 years ago in a single line by J. S. Mill, when he spoke 
of ‘ saving with one hand and getting into debt with-the other’ (Principles 
of Political Economy, p. 815). The author would be prepared to give greater 
tax concessions to security purchases made from capital gains than from 
other sources; but he never asks himself how one is supposed to tie up one 
source of funds with one outlet for funds. So this is just a case of confusion 
worse confounded. 

Although occasional reference is made to incentives, the author 
never seriously asks himself how his proposals would affect marginal tax 
rates and the incentives to work and take risks. There are obviously some 
arguments for taxes with yields which are relatively elastic with respect to 
income but the author never stops to consider what happens in such a case 
to tax revenue in a slump, or questions of a similar nature. In accepting 
(p. 100) the conclusions that a general sales tax will raise the overall price 
level and a general income tax leave it undisturbed, he is quite oblivious 
to the fact that there are self-contradictory monetary assumptions in such 
a statement. 

Chapter V reviews the current Indian revenue system and suggests ways 
in which it should be modified to fit in with the author’s proposals. 

In short, the lack of theoretical subtlety is only matched by ignorance of 
what is practically workable. It is a sad reflection on the state of economics 
that the foreword should choose the adjective ‘ masterly’ to describe this 


pores A. R. Prest. 


The Effects of Differential Tax Treatment of Corporate and Non-Corporate 
Enterprises. By Ck&SARE COSCIANI. O.E.E.C. (European Productivity 
Agency), Paris. 1959. 157 pp. 13s. 


This monograph was commissioned by the European Productivity Agency 
of O.E.E.C. in an attempt to determine the effects of corporate taxation on 
productivity. The result is an interesting discussion of the issues of corporate 
taxation even if the relevance to productivity issues is as at times a bit thin. 
The author first discusses the time-honoured question of the incidence of 
corporation tax, and then the effects on investment incentives, the com- 
position of investment, etc. There is a useful appendix summarising the 
corporation tax systems in the U.K., France, Greece, Italy and West Germany. 

The author has read very widely in his field and a lot of the discussion 
is erudite, well-balanced and lucidly argued. However, his general conclusion 
that taxation of corporations has so many deleterious effects that it should 
be abolished and replaced by higher taxes on personal incomes, gifts and 
inheritances, is open to some serious objections. One is the disincentive 
effects of the alternative system. Another, which the author never really 
faces, is that taxation of realised capital gains operates with a time lag (as 
compared to taxation imposed at the time corporate profits are earned) 
and it is not, therefore, an adequate substitute from an equity standpoint. 
It is, of course, possible to argue that issues of allocation should be taken 
more seriously than those of equity, but this is no justification for failing 
to explore the full ramifications of equity. Mol ge aaa caae! 
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Accounting for Inflation. By LIONEL A. WILK. Sweet & Maxwell Ltd. 1960. 
xi + 184 pp. 35s. 


This study outlines an accounting approach to the problem of changing 
prices with certain new features. An allocation is made from retained profits 
to a capital maintenance reserve based on the change in a general price 
index. Taking into account all assets and liabilities (including loan capital), 
the method is akin to the American “current dollar’ approach, but it 
involves no balance sheet revaluations. Only the earmarking of part of 
retained profits as ‘‘ non-distributable ” distinguishes it from orthodox 
accounts, whose “‘ advantages ”’ it is thus said to preserve. . 

The validity of the method turns on justifying the use of a general price 
index, and Wilk attempts to do this by showing that all other methods, 
principally replacement cost, have serious shortcomings. One of his 
objections to replacement cost is that it permits subjective choice, an account- 
ing sin. The French have long overcome this objection, however, by pub- 
lishing appropriate indices for every industry and activity. Another of his 
objections to replacement cost is that it does not take account of all assets 
(particularly cash) and liabilities, which he rightly demonstrates is a funda- 
mental requirement. Apart from the fact that replacement cost accounting 
can be extended to take all these into account—a point he never considers— 
Dutch writings make this very point. He is, however, apparently unfamiliar 
with the important Dutch treatises (no mention appearing in an otherwise 
comprehensive bibliography) although in fairness, it must be said that a mere 
handful have been translated. However, this does not excuse his treatment 
of simple replacement cost theory, his grasp of which is less than complete. 
His treatment lacks consistency and rigour, and his examples, whose implicit 
assumptions can be shown to vary from case to case, are never taken far 
enough. Typical of his lack of objectivity is his oft-repeated criticism of 
replacement cost, that it is never possible to identify the moment of replace- 
ment and therefore the amount of depreciation to be allocated in any one 
year; yet his own method (and indeed every other method) suffers from 
precisely the same disadvantage. His own treatment of depreciation is 
simply to multiply whatever is the historic annual depreciation figure by a 
general price index. 

The most valuable contribution of the book is to draw attention to the 
need to consider all assets and liabilities (of particular relevance to the 
nationalised industries) when adjusting for price changes. But if the general 
price level approach is to be justified, it will require more rigorous treatment 
than it has been accorded here. 

ALLEN SYKES. 


The Commonwealth Economy in Southeast Asia. By T. H. Stitcock. Duke 
University Press, Durham, N.C. Cambridge University Press. 1959. 
xvii + 259 pp. 30s. 


This book is made up mainly of lectures given at the invitation of Duke 
University and is published for the Commonwealth-Studies Center of that 
university, but it would be quite wrong to imagine that we are being asked to 
read a course of lectures got up merely to answer the curiosity of Americans. 
Professor Silcock has produced a book which, based on his long academic 
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and practical experience in South-East Asia, will be illuminating even for 
those who count themselves reasonably well informed about South-East 
Asian affairs. Every page bears the mark of a quiet authority; every idea 
is interesting; every stage in the analysis is the meeting-point of economic, 
political, and historical insight. 

The book is chiefly about Malaya (although British Borneo and, to a lesser 
extent, Hong Kong are also treated) and the problems of its economic devel- 
opment in the period of its transformation into an independent Federation 
of Malaya and an internally self-governing State of Singapore. In the 
course of its modern history Malaya has grown from a collection of sparsely 
inhabited Malay kingdoms to a sizeable country called forth by British 
administration (although now politically divided at the Straits of Johore). 
It has an ethnically mixed population and a complex economy which em- 
braces peasants, plantation and industrial workers, merchants, office workers, 
and professionals. Among the economic difficulties of the colonial heritage 
discussed by Professor Silcock two perhaps stand out. The first is the 
deficiency in institutions making for the economic unity of the country. The 
second is that the strategic institutions devised by an ‘‘ expatriate ’’ European 
community are ill-adapted to the needs of the Malayans who may be called 
upon to work them. 

I should like to dwell on this latter point and take it together with the 
economic correlates of the “ plural society ”. Most non-European business 
in Malaya is Chinese. Many Chinese have built up very successful enter- 
prises, but (I assume that I follow Professor Silcock’s argument correctly) if 
the country is to develop, something larger in scale and more systematic in 
structure is necessary. The Chinese find it difficult to take part in systems 
in which roles are functionally specific and relationships bureaucratised, 
so that institutional and legal forms must be adapted to them. Up to a 
point the argument seems sound enough, but, surely, on the political side 
there would be a disadvantage in going to great pains to force a change in 
the structure of Chinese business (even if we assume it to be possible), 
for to increase Chinese control would be to widen the economic gap between 
them and the Malays. Indeed, the problems arising from development in 
a country which has a traditional division of political and economic functions 
between ethnic groups, although often noticed by Professor Silcock, do not 
play as large a part in his analysis as one might have thought necessary. 


The facts relevant to a full discussion of this and most other questions in 
Malaya are hard to come by. What do we really know about the operation 
of economic incentives among Malay peasants? To what extent is the 
ethnic division of labour breaking down? How in fact are Chinese busines- 
ses begun and carried on? To what extent and in what forms has trade 
unionism progressed ? Not the least virtue of this book is that it is contin- 
ually pointing out where enquiry is necessary and what sorts of research 
are essential to the formulation of economic plans. The admirable anno- 
tated bibliography at the end of the book (with characteristic modesty called 
a “ reading list?) is another aid to our understanding of what knowledge 
is available and what work remains to be done, 

As underdeveloped countries go, Malaya is well off. The smooth transi- 
tion to independence has left its external economic links intact. For the 
moment, at any rate, political democracy is working. But we have grown 
too accustomed to failures in post-colonial societies to take success for 
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granted, and we may well hope that Professor Silcock’s many pupils in 
Malaya will be allowed by the structure of their situation to follow the wise 
and humane lessons he has taught them, 

MAURICE FREEDMAN. 


Trade Balances during Business Cycles: U.S. and Britain since 1880. By 
Itse Mintz. National Bureau of Economic Research Inc., New 
York. 1959. x +99 pp. $1.50. 


Using the Burns-Mitchell technique of “ reference cycles ’’, the author 
explores the behaviour since 1880 of the visible trade balance of the U.S. 
and Britain in relation to the business cycle in these countries and in relation 
to world business cycles as reflected in imports of the world outside the 
U.S. and Britain respectively. Despite the shortcomings of the method and 
the paucity of data, this interim report is valuable and suggestive. The 
movements of the American balance were inverse to those of the American 
level of activity, whereas the British balance conformed to the British cycle 
except between the wars and since 1945. One interesting contrast between 
booms in the two countries is that foreign sales of British goods continued 
to grow with rising prices while those of American goods did not. The 
author suggests various explanations, but one cannot expect a conclusive 
answer without a breakdown of the export and import values into prices 
and quantities and a more detailed scrutiny by type of commodity. A hint 
is thrown out that “if it were true that the trade balance played a role in 
the termination of United States expansions before World War I, then this 
would help explain the instability of the American economy in that period ” 
(p. 87). The testing of hypotheses such as this will entail not only a more 
elaborate statistical apparatus but also an analysis of long swings as distinct 
from business cycles. 

BRINLEY THOMAS. 
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Economica, NEw SERIES, is deyaked to Economics, Eounaae History, 
Statistics, and closely related problems. It appears in annual volumes, published — 
at present in four parts in February, May, August, and November, the volumes — 
as well as the individual numbers being consecutively numbered from the issue of 
February, 1934, when the New Ssries was commenced. It was preceded by | 
Economica, A JOURNAL OF THE SocIAL ScieNcES, of which 42 numbers in 13 annual 4 
volumes appeared from 1921 to 1933. From the beginning of 1934 the field covered j 
by this Journal, which included all the subjects taught at the London School of — 
Economics and Political Science, was divided between Economica, New SERIES, — 
and a new Journal called POLITICA (the publication of which was suspended at the — 
outbreak of war). 


Citra eine 


The Editorial Board welcomes the offer of contributions from British Or} 
foreign authors. Manuscripts submitted for publication should be sent to the Editors 
of Economica, at the address given above. If a contribution written in a language 
other than English is accepted for publication a translation fee will be deducted 
from the payment usually made to contributors. | 

Neither the London School of Economics and Political Science nor the Editors 
take any responsibility for opinions or facts stated by contributors. — 


REVIEWs: a 
ECONOMICA endeavours to provide for its readers reviews of the more important v 
works published in its field. The Editorial Board will be glad to receive review copies — 
of works of a suitable kind, the receipt of which will be acknowledged by insertion — 
of the title in the list published at the end of each issue. Beyond this the Editorial 
Board can assume no responsibility for the  aeeramecid of a review of any Particular 
book, 
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prices of back numbers will be quoted on application to Miss B. Barron, Secretary _ 
to the Publications Department, London School of Economics. F 
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